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Hnai  Guidelines  for  Determining 
Appraisals  of  Preservation  Value 
Under  the  Low>lncome  Housing 
Preservation  and  Resident 
HomeownersMp  Act  of  1990 

AGENCY:  Office  of  the  Assistant 
Secretary  for  Housing — ^Federal  Housing 
Conunissioner,  HUD. 

AcnoN:  Notice. 

summary:  On  May  2. 1991  the 
Department  published  a  proposed  rule 
entitled  "Prepayment  of  a  HUD-Insured 
Mortgage  by  an  Owner  of  Low  Income 
Housing."  In  conjunction  with  this 
proposed  rule,  HUD  has  developed 
written  Appraisal  Guidelines  for  the 
determination  of  preservation  values  for 
such  housing.  A  draft  version  of  the 
guidelines  was  published  in  the  Federal 
Register  on  December  12, 1991  in  order 
to  afford  opporUmity  for  public 
comment.  The  purpose  of  this  Notice  is 
to  publish  for  efiect  HUD's  final  version 
of  these  Appraisal  Guidelines. 

EFFECTIVE  DATE:  May  8, 1992. 

FOR  FURTHER  INFORMATION  CONTACT: 
Edward  M.  Winiarski,  Chief,  Valuation 
Branch,  Ofiice  of  Insured  Multifamily 
Development,  Department  of  Housing 
and  Urban  Development,  451  Seventh 
Street  SW.,  Washington,  DC  20410. 
Telephone,  voice  (202)  706-0624;  TDD 
(202)  706-4594.  (These  are  not  toll-free 
numbers.) 

SUPPLEMENTARY  INFORMATION:  Title  VI 
subtitle  A  of  the  Cranston-Gon2alez 
National  Affordable  Housing  Act.  Public 
Law  101-625,  approved  November  28, 
1990,  contains  ^e  Low  Income  Housing 
Preservation  and  Resident 
Homeownership  Act  of  1990 
("UHPRHA"). 

UHPRHA  provides  the  Secretary  of 
HUD  with  permanent  authority  to  deal 
with  HUD-assisted  multifamily  projects 
where  owners  have  the  option  of 
prepaying  their  mortgage  loans.  The 
statute's  basic  objectives  are  to  assure 
that  most  of  the  “prepayment"  inventory 
of  HUD-assisted  housing  remains 
affordable  to  low  income  households, 
and  to  provide  opportunities  for  tenants 
to  become  homeowners,  while  at  the 
same  time  fairly  compensating  owners 
for  the  value  of  their  properties.  A 
proposed  rule  to  implement  the  1990  Act 
by  amending  24  CFR  part  248  was 


published  in  the  Federal  Register  on 
May  2. 1991  under  the  title  "Prepayment 
of  a  HUD-Insured  Mortgage  by  an 
Owner  of  Low  Income  Housing"  (56  FR 
20262).  The  Department  provided  for  a 
60-day  period  after  the  publication  of 
the  proposed  rule  for  the  submission  of 
public  comments  (until  July  1, 1991).  The 
Department  has  responded  to  the  public 
comments  in  conjunction  with  the 
publication  of  an  interioi  rule  on  April  8, 
1992, 57  FR  11992.  The  interim  rule  and 
these  Appraisal  Guidelines  both  become 
effective  on  May  8, 1992. 

Section  246.111  of  the  interim  rule 
(Appraisal  and  Preservation  Value  of 
Eligible  Low  Income  Housing) 
implements  section  213  of  LBHPRHA  by 
establishing  the  procedure  for 
appraising  eligible  low  income  housing 
for  which  an  owner  has  submitted  a 
notice  of  intent  1o  transfer  the  project  or 
to  extend  its  low  income  affordability 
restrictions.  Two  appraisals  must  be 
conducted  within  the  four  months 
following  submission  of  the  notice  of 
intent  Both  the  owner  and  the  Secretary 
shall  retain  an  independent  appraiser  to 
conduct  an  appraisal  of  the  property. 
Both  appraisers  shall  possess  the  same 
minimum  qualifications,  as  provided  in 
the  interim  hile  published  on  April  8. 
1992,  to  determine  the  project's 
extension  and  transfer  preservation 
values.  If  the  appraisals  yield  different 
preservation  values,  S  248.111 
establishes  a  one  month  period  during 
which  the  owner  and  Secretary  will 
attempt  to  reach  agreement  as  to  the 
project's  preservation  values,  based  on 
the  results  from  both  appraisals.  If 
agreement  caimot  be  reached  within  the 
one-month  period,  the  owner  and  the 
Secretary  must  jointly  select  a  third 
appraiser  whose  determination  of 
preservation  values  will  be  binding  on 
both  parties. 

As  a  part  of  this  process,  section 
213(c)  of  UHPRHA  requires  that  HUD 
develop  written  guidelines  for  the 
appraisals  of  preservation  value.  In  its 
entirety,  section  213(c)  reads  as  follows: 

(c)  Guidelines. — ^The  Secretary  shall 
proride  written  Guidelines  for  appraisals  of 
preservation  value,  which  shall  assume 
repayment  of  the  existing  federally  assisted 
mortage,  termination  of  the  existing  low- 
income  affordability  restrictions,  and  costs  of 
compliance  with  any  State  or  local  laws  of 
general  applicability.  The  Guidelines  may 
permit  reliance  upon  assessments  of 
rehabilitation  needs  and  other  conversion 
costs  determined  by  an  appropriate  State 
agency,  as  determined  by  the  Secretary.  The 
Guidelines  shall  instruct  the  appraiser  to  use 
the  greater  of  actual  project  operating 
expenses  at  the  time  of  the  appraisal  (based 
on  the  average  of  the  actual  project  operating 
expenses  during  the  preceding  3  years)  or 
projected  operating  expenses  after 


conversion  in  determining  preservation  value. 
The  Guidelines  established  by  the  Secretary 
shall  not  be  inconsistent  with  customary 
appraisal  standards.  The  Guidelines  shall 
also  meet  the  following  requirements; 

(1)  Residential  Rental  Value. — In  the  case 
of  preservation  value  determine  under 
subsection  (b)(1)  (extension  of  low-income 
affordability],  the  Guidelines  shall  assume 
conversion  of  the  housing  to  market-rate 
rental  housing  and  shall  establish  methods 
for  (A)  determining  rehabilitation 
expenditures  that  would  be  necessary  to 
bring  the  housing  up  to  quality  standards 
required  to  attract  and  sustain  a  market-rate 
tenancy  upon  conversion,  and  (B)  assessing 
other  costs  that  the  owner  could  reasonably 
be  expected  to  incur  if  the  owner  converted 
the  property  to  market-rate  multifamily  rental 
housing. 

(2)  Highest  and  Best  Use  Value.— In  the 
case  of  preservation  value  determined  under 
subsection  (b)(2)  [transfer  of  the  property], 
the  Guidelines  shall  assume  conversion  of  the 
housing  to  hipest  and  best  use  for  the 
property  and  shall  establish  methods  for  (A) 
determining  any  rehabilitation  expenditures 
that  would  be  necessary  to  convert  the 
housing  to  such  use,  and  (B)  assessing  other 
costs  that  the  owner  could  reasonably  be 
expected  to  incur  if  the  owner  converted  the 
property  to  its  highest  and  best  use. 

Written  guidelines  were  prepared  by 
the  Department  in  compliance  with  the 
above-quoted  section  213(c)  of 
UHPPHA.  A  draft  version  of  the 
Guidelines  was  published  in  the  Federal 
Register  on  December  12, 1991  (56  FR 
64932),  in  order  to  provide  an 
opportunity  for  public  comment.  The 
purpose  of  this  notice  is  to  respond  to 
public  comments  received  by  the 
Department  on  its  earlier  draft 
guidelines,  and  to  publish  HUD's  final 
version  of  the  Appraisal  Guidelines  for 
effect. 

Summary  of  Issues  Raised  in  Public 
Comments  on  FR-3074  Guidelines  for 
Determining  Preservation  Value  Under 
the  Low-Income  Housing  Preservation 
and  Resident  Homeownership  Act 
(UHPRHA)  of  1990 

The  Department  received  168  written 
comments  from  the  public  on  the 
guidelines.  Virtually  all  of  the  comments 
were  fi'om  project  owners  or  managers, 
or  law  firms  or  other  organizations 
representing  owners  and  managers. 
What  follows  is  a  statement  of  the 
issues  raised  by  these  comments,  and 
the  Department's  responses. 

1.  Conformity  with  "USPAP",  and 
Takings  Implications  of  the  Appraisal 
Guidelines 

Many  comments  addressed  the  issue 
-  of  eminent  domain.  One  of  the  most 
detailed  of  these  comments  was  from 
the  National  Corporation  for  Housing 
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Partnerships.  Excerpts  from  these 

comments  are  quoted  below: 

— As  provided  in  Executive  Order  12630 
(dated  3-15-88],  regulations  imposed 
on  private  property  that  substantially 
affect  its  value  or  Use  may  constitute  a 
taking  of  property.  The  use  of  value  of 
private  property  should  be  scrutinized 
to  avoid  Governmental  actions  that 
may  have  a  significant  impact  to 
avoid  imdue  or  unplaimed  burdens  on 
the  public  fisc.'  As  a  result,  the 
UHPRHA  Guidelines  must  permit 
appraisers  to  determine  fair  market 
value;  if  not,  they  will  represent  an 
incremental  taking  without  just 
compensation  *  *  *. 

— Under  FIRREA  (Federal  Financial 
Institutions  Reform,  Recovery  and 
Enforcement  Act  of  1989],  appraisers 
must  prepare  valuations  in  conformity 
with  USPAP.  To  find  fair  market 
value,  the  appraiser  must  use  only 
USPAP  and  the  appraiser’s 
professional  judgment,  buttressed  by 
persuasive  documented  evidence,  for 
critical  assumptions  and  estimates.  By 
contrast,  the  UHPRHA  appraisal 
guidelines  seek  to  impose  a  variety  of 
constraints  upon  appraisers,  some  of 
which  may  be  in  conflict  with  the 
appraiser’s  judgment.  Those 
constraints  must  be  deleted  from  the 
guidelines. 

*  *  *  *  « 

— ^The  UHPRHA  statutory  mandate  that 
the  appraisal  guidelines  be  consistent 
with  customary  appraisal  standards 
can  only  be  interpreted  to  mean  that 
they  must  be  consistent  with  USPAP. 

In  addition,  section  142(e](l](A]  of  the 
Department  of  Housing  and  Urban 
Development  Reform  Act  of  1889 
(“DHUDRA”]  requires  that  the 
appraisal  of  properties  to  be  insured 
by  the  Federal  Housing 
Administration  shall  be  performed  in 
accordance  with  generally  accepted 
appraisal  standards,  such  as  the 
appraisal  standards  promulgated  by  > 
the  Appraisal  Foimdation  (these 
standards  are  the  USPAP].  Every 
owner  or  buyer  who  recapitalizes 
under  UHPRHA  has  an  entitlement  to 
an  FHA-insured  section  241  (f]  equity 
takeout  or  acquisition  loan,  so  section 
142(e](l](A]  of  DHUDRA  must  apply 
to  UHPRHA. 

*  -  *  *  *  * 

— HUD  should  explicitly  acknowledge 
the  supremacy  of  USPAP.  HUD  should 
reaffirm  that  the  principal  purpose  of 
a  UHPRHA  appraisal  is  to  find  the 
fair  market  value  of  the  housing  if  it 
were  eligible  to  convert  to  its  highest 
and  best  alternate  use  (or  highest  and 
best  residential  rental  alternate  use]. 
— HUD  should  instruct  appraisers  that 
the  HUD  Guidelines  are  advisory  or 


clarifying  only  and  that  if,  in  the 
appraiser’s  judgment,  the  application 
of  any  HUD  guideline  would  cause  the 
appraiser  to  have  to  deliver  something 
other  than  fair  market  value  (as 
defined  in  the  Uniform  Standards  of 
Professional  Appraisal  Practice — 
USPAP],  then  such  guideline  should 
be  disregarded. 

HUD  Response:  The  Department  does 
not  agree  with  the  conclusion  reached  in 
this  comment  that  USPAP  is  the  sole 
standard  which  may  be  used  for 
UHPRHA  appraisals  and  that  these 
HUD  Guidelines  are  to  be  considered 
advisory  and  clarifying  only. 

In  section  213  of  UHPRHA,  Congress 
provides  certain  specific  instructions  for 
determining  the  preservation  value  of  a 
project,  including  certain  assumptions  to 
be  made  by  appraisers  and  the  method 
for  assessing  rehabilitation  needs  and 
determining  operating  expenses.  Subject 
to  these  special  instructions,  however, 
the  section  gives  broad  authority  to  the 
Department  to  establish  the  Appraisal 
Guidelines  to  be  used  under  UHPRHA, 
with  the  qualification  that  the 
Guidelines  "shall  not  be  inconsistent 
with  customary  appraisal  standards.’’ 

The  Department  agrees  with  the 
commenter  that  the  phrase  "customary 
appraisal  standards’’  in  section  213 
should  be  interpreted  to  mean  the 
Uniform  Standards  of  Professional 
Appraisal  Practice  (USPAP].  USPAP 
was  referenced  in  the  preamble  of  the 
proposed  Appraisal  Guidelines,  and  has 
been  adopted,  with  modifications,  in 
these  final  guidelines  (See  Section  I.C.], 
along  with  some  additional, 
supplemental  standards  tailored 
specifically  to  the  provisions  and 
purposes  of  UHPRHA.  The  commenter 
objects  to  these  supplemental  standards, 
claiming  that  these  additional 
requirements  will  hamper  the 
appraisers’  ability  to  determine  the  fair 
market  value  of  the  housing  and, 
therefore,  that  the  supplemental 
standards  constitute  a  “taking”. 

The  Department’s  position  in  response 
to  these  comments  is  that  USPAP 
provides  a  minimum  standard  to  be 
followed  by  appraisers,  and  the 
Department  has  the  authority  to 
supplement  this  standard  where  needed. 
That  authority  resides  both  in  provisions 
of  section  213  and  under  the  terms  of 
USPAP  itself.  The  Department’s  position 
is  supported  by  language  from  the 
Conference  Report  for  UHPRHA,  which 
states  that  the  preservation  appraisals 
are  of  a  “unique  nature”: 

*  *  *  Appraisers  will  need  to  make  a 
number  of  special  inquiries  in  order  to 
determine  the  economic  result  that  an  owner 
would  have  received  in  the  event  of 


prepayment  *  *  *.  It  is  expected  that  some 
of  these  inquiries  will  supplement  what 
appraisers  generally  consider  within  the 
context  of  routine  real  estate  transactions. 
Senate  Conference  Report,  Public  Law  101- 
625,  October  25. 1990,  P.  462. 

In  addition,  the  Supplemental  Standards  of 
USPAP,  at  page  1-8,  state  in  part  that: 

Supplemental  Standards  applicable  to 
appraisals  prepared  for  specific  purposes  or 
property  ty^s  may  be  issued  by  public 
agencies  and  certain  client  groups,  e.g. 
regulatory  agencies,  eminent  domain 
authorities,  asset  managers,  and  financial 
institutions.  Appraisers  and  clients  must 
ascertain  whether  any  supplemental 
standards  in  addition  to  these  Uniform 
Standards  apply  to  the  assignment  being 
considered.” 

USPAP  establishes,  on  page  1-6,  a 
"jurisdictional  Exception”  which 
permits  appraisers  to  deviate  from  the 
standards  created  in  USPAP  where 
those  standards  are  contrary  to  law  or 
public  policy.  These  provisions  illustrate 
that  USPAP  contemplates  that 
appraisers  may  be  subject  to  certain 
statutory  requirements  (such  as 
LIHPRHA]  that  supersede  the  Uniform 
appraisal  standards. 

USPAP  also  contains  a  "departure” 
provision  which  permits  departures  from 
certain  otherwise  applicable 
requirements  which  are  not  listed  as 
binding.  Examination  will  show  that 
there  are  no  provisions  in  HUD’s 
Appraisal  Guidelines  which  are 
inconsistent  with  the  "binding 
requirements”  of  USPAP.  Wherever  the 
final  guidelines  differ  from  otherwise 
applicable  provisions  in  USPAP.  they  do 
so  in  a  manner  consistent  with  either 
USPAP’s  departure  provision  or 
Supplemental  Standards  provision. 

Finally,  the  General  Counsel  of  HUD, 
as  the  Designated  Official  under 
Executive  12630,  Government  Actions 
and  Interference  with  Constitutionally 
Protected  Property  Rights,  has 
determined  that  these  guidelines  do  not 
have  "takings  implications,”  as  defined 
in  HUD’s  "Supplemental  Guidelines  for 
the  Evaluation  of  Risk  and  Avoidance  of 
Unanticipated  Takings.”  This  finding  of 
the  General  Coimsel  is  available  for 
public  inspection  during  regular 
business  hours  in  the  Office  of  General 
Counsel,  Rules  Docket  Clerk,  room 
10276, 451  Seventh  Street,  SW.. 
Washington,  DC  20410. 

2.  Owner's  Option  to  Supply  Additional 
Information  and  to  Contribute 
Information  for  HUD’s  Unilateral 
Capital  Needs  Assessment 

A  number  of  comments  were  received 
on  these  issues.  The  following  excerpts 
are  reflective  of  the  comments: 
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— Because  LiHPRHA  takes  a  conversion 
opportunity  rather  than  a  tangible, 
stable  asset  the  appraiser  will  be 
I  required  to  develop  a  scenario  of  the 
I  property’s  conversion  from  its  current 
use  to  some  other  alternate  use. 

!  Appraisers  who  overlook  alternate 
uses  may  produce  incorrect  values, 
unnecessarily  delay  the  process,  or 
•  compel  third  appraisals,  with 
consequent  cost  and  delay. 

—The  property's  owner  has  operated 
the  property  in  its  marketplace  for 
I  many  years,  and  thus  has  a  wealth  of 
!  information  available  which  would 
[  aid  HUD  and  HUD’s  appraiser.  The 
[  guidelines  should  state  that  nothing 
j  prohibits  that  owner  from  voluntarily 
I  supplying  HUD  with  any  information 
!  the  owner  thinks  relevant  to  an 
^  overall  valnation  of  the  property.  Such 
:  voluntary  submissions  could  include. 

I  for  example,  analysis  of  conversion 
I  opportunities,  identification  of 
I  possible  operational  upgrades,  legal 
I  advice  or  interpretations  or  other 

‘  supporting  sck^ules. 

If  the  owner  supplies  such 
information.  HUD  should  in  turn  deliver 
it  to  HUD's  appraiser,  who  would  be 
required  to  consider  the  information. 

Of  course,  neither  HUD  nor  HUD’s 
appraiser  would  be  bound  to  accept  the 
owner’s  analysis  unless  it  is  determined 
to  be  sound." 

— ^The  guidelines  propose  that  HUD  will 
make  a  single,  unilateral 
f  determination  of  capital  needs. 

1  including,  specifically.  Required 
t  Repairs  and  HUD  Rc^atory  Repairs. 
As  prc^xMed.  the  owner  has  no  right 
to  comment  on  or  to  provide 
alternative  evidence  of  necessity  for 
or  cost  of  capital  improvements,  lliis 
is  significant,  because  there  may  be 
legitimate  disagreements,  not  o^y 
about  scope  (whether  a  particular 
repair  is  needed},  but  also  about  cost 
(the  optimal  method  and  minimal  cost 
of  making  such  repair). 

Required  Repairs  are  a  deduction 
from  the  ovnter's  appraised  value.  An 
appraiser  instructed  to  use  a  HUD- 
mandated  list  of  Required  Repairs  that 
differs  from  the  appraiser’s  judgment 
will  probably  have  to  breach  USPAP  to 
do  so,  and  thus  will  be  unable  to 
complete  the  assignment. 

To  remedy  this  problem  we  propose 
that 

1.  The  owner  should  not  be  prohibited 
from  performing  its  own  capital  needs 
assessment  (at  its  own  cost),  and 
submitting  the  results  to  HUD  on  or 
before  the  date  when  the  HUD  capital 
needs  assessor  makes  its  inspection. 

2.  If  the  owner  submits  a  capital  needs 
assessment  HUD  must  take  it  into 


consideration  in  developing  HUD's 
projection  of  capital  needs. 

3.  The  owner  or  the  owner’s  capital 
needs  assessor  should  have  the  right  to 
comment  on  the  HUD  capital  needs 
assessment  after  it  has  been  delivered. 

HUD  Response:  The  proposed 
appraisal  guidelines  did  not  prohibit  the 
owner  from  providing  any  information 
relevant  to  the  issues  involved.  The 
Department  has  no  objection  to  the 
owner’s  providing  this  information. 

Additionatty,  ^  Department  has  no 
objection  to  appraisers,  tenants,  tenrunts' 
groups,  or  local  code  enforcement 
authorities  providuig  whatever 
information  they  believe  is  relevant  to 
the  determination  of  the  housing’s  value 
and  the  Capital  Needs  Assessment  The 
Final  Guidelines  have  been  modified  at 
Section  SB.  to  state  that  if  the  owner 
supplies  information,  the  appraisers  may 
considef  the  infonnation.  if,  in  their 
professional  judgment  they  believe  the 
infonnation  affects  the  valiie  of  the 
project 

Any  information  received  from  the 
appraisers,  tenants  and  tenant  groups 
shall  be  treated  in  the  same  manner 
with  respe^  to  the  Capital  Needs 
Assessment  To  maximize  owner  and 
tenant  opportunity  to  contribute 
informati^  the  owner  and  tenant 
representatives  are  invited  to  attend  the 
physical  inspection,  which  will  be 
conducted  by  HUD.  While  the 
Informatimi  received  fiom  these 
participants  will  be  considered  with 
care,  HUD  will  not  be  bound  to 
Incorporate  it  into  its  analysis. 

This  procedure  tvill  permit  all 
interested  parties  to  participate  in  the 
determination  of  capital  needs  and  at 
the  same  time  will  ensure  that  a  single, 
experienced  estimator  provides  the 
appraisers  with  a  common,  realistic, 
professional  rehabilitation  cost  estimate. 
Having  the  Department’s  Architectural 
and  Engineering  staff  or  contractor 
perform  the  Capital  Needs  Assessment 
will  also  ensure  that  the  actual 
rehabilitation  costs  that  will  be  funded 
for  the  project  do  not  differ  markedly 
from  those  used  in  the  appraisal  stage  to 
determine  preservation  value. 

With  regard  to  the  optimum 
conversion  scenario,  the  Department 
believes  that  the  appraisers  are 
qualified  to  do  a  Highest  and  Best  Use 
study  to  determine  what  use  is  most 
profitable.  However.  HUD  has  no 
objection  to  the  owner  providing 
whatever  information  he  or  she  desires 
to  the  appraisers.  It  is  essential, 
however,  that  all  the  appraisers  receive 
the  same  information.  (Making 
infonnation  available  to  the  appraisers 
will  not  cause  them  to  breach  USPAP.  in 
view  of  the  Supplemental  Standard 


Provision  and  the  riAt  of  the  appraiser 
to  discuss  issues  in  nisfher  report.)  • 

3.  Capital  Needs:  Different  Types 

The  National  Corporation  for  Housing 
Partnerships  along  with  other 
commenters  induding  The  Institute  for 
Responsible  Housing  Preservation 
raised  questions  concerning  HUD’s 
treatment  of  ffie  various  types  of  capital 
needs  which  will  be.  or  dxould  be 
included,  in  the  Appraisal  Guidelines. 

An  abbreviated  characterization  of 
these  comments  follows: 

— At  least  four  different  types  of  capital 

needs  must  be  assessed: 

1.  Upgrading  Repairs.  These  cosmetic 
improvements  are  necessary  only  if  the 
property  is  converted  to  conventional 
use.  They  will  not  be  funded  with  the 
LIHPRHA  rehabilitation  loan.  Examples 
are  a  new  swimming  pool  or  microwave 
ovens  in  each  apartment. 

2.  Required  Repairs.  These  protect  the 
physical  integrity  of  the  property.  They 
will  be  funded  in  the  LIHPRHA 
rehabilitation  loan.  Examples  are 
replacement  of  a  leaking  roof  and 
correction  of  other  deferred 
maintenance  (such  as  building  code 
violations). 

3.  HUD  Regulatory  Repairs.  These 
repairs  would  not  be  required  by  the 
conventional  marketplace  but  are 
expected  to  be  required  under  HUD 
regulations.  As  sudi.  they  should  not  be 
deductions  fiom  the  owner’s  values  but 
will  be  funded  in  the  rehab  loan. 
Examples  include  HUD  section  504  fair 
housing  access,  removal  (rather  than 
encasement)  of  asbestos,  and  removal 
(instead  of  encasement)  of  lead-based 
paint  Section  504  is  particularly  worth 
noting.  Since  it  does  not  aj^ly  to 
conventional  properties,  the  appraiser 
must  not  be  required  to  consider  it  in  the 
valuation  process.  Conversely,  when 
HUD  chooses  to  underwrite  toe 
recapitalization  and  consider  the  rehab 
loan,  HUD  is  required  to  consider 
Section  504  if  applicable. 

4.  Operational  Upgrades  or  Energy 
Savers.  These  are  sensible  actions 
which  any  owner — whether  the  property 
is  operate  conventionally  or  under 
HUD  regulations — ought  to  take  if  it 
wants  to  maximize  the  property’s  long¬ 
term  value,  not  by  increasing  market 
rents  but  rather  by  decreasing  expected 
future  operating  costs.  Sudi  operational 
upgrades  wdl  considered  if  they  have 
a  favorable  paybadc — that  is,  if  the 
operational  savings  are  greater  than  the 
debt  service  cost  ^  the  capital 
improvcroent. 

Examples  include: 

Individual  utility  metering  (where  feasible). 
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Extra  insulation. 

Thennopane  windows. 

Water  savers  on  showers  and  toilets. 
Automatic  setback  thermostats. 

More  durable  siding. 

To  fulfill  their  USPAP  mandate  to 
ascertain  fair  market  value,  both  the 
owner's  appraiser  and  HUD's  appraiser 
will  have  to  examine  all  possible 
operational  improvements  and  energy 
savers. 

We  recommend  that  operational 
upgrades  should  be  included  in  the 
Guidelines  as  a  separate  category,  and 
that  appraisers  should  be  instructed  to 
identify  them  and  analyze  their  payback 
potential. 

—We  also  urge  HUD  to  encourage  its 
Held  staff  to  include,  in  the  rehab 
loan,  any  operational  efficiencies  or 
energy  savers  which,  in  their 
judgment,  would  more  than  pay  for 
themselves  through  lower  ongoing 
maintenance  costs.  For  the  appraisal 
guidelines,  appraisers  should  be 
instructed  to  consider  (presumably  as 
Upgrading  Repairs]  any  operational 
efficiencies  or  energy  savers  which,  in 
their  judgment,  would  add  value  to  the 
property  (net  of  the  cost  to  implement 
them).  (Problem:  Neither  the  appraisal 
guidelines  nor  the  LIHPRHA  r^e  itself 
clarifies  the  extent  to  which  HUD  will 
implement  Operational  Upgrades  or 
Energy  Savers  in  the  LIHPRHA  rehab 
loan,  and  also  the  manner  in  which 
they  will  be  considered  in  the 
appraisal.  These  have  a  definite 
impact  on  the  property’s  fair  market 
value. 

— Another  commenter  also  raised  the 
issue  of  recognition  of  salvage  value 
in  the  Hypothetical  repairs. 

HUD  Response:  The  Department's 
revised  position  on  the  imposition  of 
what  are  characterized  as 
“imderwriting"  requirements  as  part  of 
the  valuation  is  discussed  under  the 
caption  “Improper  Application  of 
Underwriting  Policies  in  a  Valuation 
Guideline”  immediately  following  this 
HUD  Response.  What  is  classified  by 
the  commenter  as  “operational  upgrades 
or  energy  savers"  were  permitted  by  the 
proposed  Guidelines  under  Upgrading  or 
Hypothetical  repairs. 

It  is  the  Department’s  position  that  if  a 
cost  benefit  analysis  indicates  a  net 
positive  payback  to  the  project  if  these 
operatipnal/energy  upgrades  are 
installed,  they  should  be  considered  to 
be  upgrading  costs.  Appraisers  should 
provide  data  in  their  appraisals  to 
support  their  analyses  of  operational/ 
energy  upgrades.  HUD  may  allow  these 
upgrades  to  be  completed,  and  if  so, 
their  costs  will  be  included  in  the 
calculation  of  extension  and  transfer 


preservation  rents.  The  guidelines  have 
been  revised  at  Section  5.A.  to  make 
clear  that  the  costs  of  any  operational/ 
energy  upgrading  should  not  be 
duplicated  by  being  carried  under  both 
the  required  or  operational/energy 
upgrade  categories.  HUD  also  has 
modified  the  guidelines  to  state  that 
salvage  value,  if  any,  may  be  considered 
in  the  analysis  of  Hypothetical  Repairs. 

4.  Improper  Application  of  Underwriting 
Policies  in  the  Valuation  Guidelines. 

This  issue  was  also  raised  by  a  large 
number  of  commenters.  Typical  was  the 
comment  which  made  the  following 
points: 

— In  the  appraisal  guidelines,  HUD  has 
sought  to  meld  two  different  but 
related  objectives:  Valuation  of  the 
property  to  determine  its  Preservation 
Equity,  and  Underwriting  of  the 
projected  fuhire  income  and  expenses 
to  establish  post-preservation  rent 
levels  and  rehab  loans.  These 
objectives  are  similar,  but 
fundamentally  different. 

In  a  LIHPRHA  recapitalization. 
Valuation  begins  when  the  owner  files 
its  first  Notice  of  Intent  and  ends  on  the 
value  determination  date  (when  HUD 
supplies  the  owner  with  Preservation 
Value.  Preservation  Equity,  and  so  on). 
Underwriting  begins  on  the  value 
determination  date  and  ends  when  the 
Plan  of  Action  closes.  Even  though  they 
use  similar  concepts,  the  stages  are 
based  on  very  different  assumptions. 

A.  Valuation 

In  the  Valuation  stage,  HUD  and  the 
owner  are  determining  “What  Could 
Be” — that  is,  what  the  property  would 
be  worth  if  it  went  conventional.  This 
means  that  further  HUD  regiilation 
ceases  (except  for  enduring  contracts 
such  as,  for  example,  a  non-coterminous 
Section  8  contract,),  which  means  all 
HUD-specific  requirements  are 
inapplicable.  Instead,  the  appraiser  must 
make  a  series  of  judgments  about  what 
would  happen  in  the  independent 
marketplace. 

B.  Underwriting 

Once  Valuation  ends.  Underwriting 
begins:  Here  HUD  and  the  owner  are 
determining  “What  Will  Be" — the  new 
pro-forma  of  operations  when  the 
property  does  not  go  conventional  but  is 
instead  preserved. 

— HUD  can  protect  its  new  loans  and 
still  give  owners  fair  value  if  HUD 
removes  all  the  imderwriting 
restrictions  fi‘om  the  appraisal 
guidelines  and  relocates  them  into  a 
section  241  loan  processing  handbook 
(which  exists  now  and  which  HUD 


will  have  to  modify  to  reflect 
LIHPRHA). 

—The  guidelines  mandate  removal  of 
asbestos  according  to  EPA/OSHA 
standards.  The  appraiser  should  be 
required  to  consider  only  removal, 
abatement,  encasement  or 
encapsulation  as  these  would  be 
required  of  a  new  conventional  buyer 
acquiring  the  property  for 
conventional  use.  Hi^er  standards 
desired  by  HUD  may  be  located  in  the 
section  241  handbook. 

— ^The  same  comment  applies  to  the 
lead-based  paint  removal 
requirements  of  24  CFR  886.113.  These 
should  be  considered  in  the  appraisals 
only  to  the  extent  they  would  be 
imposed  by  the  marketplace;  any 
hi^er  HUD  standard  is  an 
underwriting  criterion,  rather  than  a 
valuation  criterion,  and  should  be 
excluded  from  the  appraisal. 

—The  guidelines  instruct  the  appraiser 
to  consider  the  effect  of  section  504 
Fair  Housing  requirements.  Section 
504  is  a  HUD  Regulatory  Repair,  not  a 
Required  Repair.  The  appraiser  should 
be  instructed  to  disregard  it. 

— The  guidelines  require  restoration  to 
original  condition,  but  fail  to  clarify 
difference  in  building  codes  between 
the  time  of  original  construction  and 
now. 

— In  general,  in  the  valuation  phase  the 
appraiser  should  be  instructed  to 
consider  only  those  renovations  which 
would  be  required  if  the  property 
changed  hands  and  was  converted  to 
a  different,  higher  use.  (Thus,  the  local 
code  requirements  may  vary 
according  to  the  appraiser’s  chosen 
alternate  use  and  related  level  of 
Upgrading  Repairs.)  If  the  level  of 
repairs  funded  by  the  rehab  loan  is 
different,  the  local  requirements 
triggered  should  be  considered  only  in 
the  underwriting  phase  and  addressed 
in  the  section  241  handbook,  not  the 
appraisal  guidelines.  (Problem.  No 
definition  is  given  of  ’original 
condition,’  which  leaves  open  the 
possibilities  of  overstating  capital 
needs,  for  instance  by  requiring  a 
functional  roof  to  be  replaced  before  it 
has  expired. 

— The  appraiser  should  be  required  to 
consider  only  those  improvements 
that  would  be  reasonably  required  by 
a  buyer  who  intended  to  convert  the 
property  to  conventional  use.  Any 
improvements  beyond  this  level 
should  be  considered  HUD  Regulatory 
Repairs,  rather  than  Required  Repairs, 
and  handled  in  the  section  241 
handbook. 

— The  guidelines  require  the  appraiser  to 
assume  that  the  property  is  restored  to 


19974 


Fednal  Register  /  VoL  67,  No,  90  /  Friday.  May  8.  1992  /  Notioes 


original  condition  and  meets  Housing 
Quality  Standards  (HQS)  under  24 
CFR  886.113.  These  are  HUD.  not 
market  requirements.  HQS  is  not 
required  in  the  conventional 
marketplace,  and  hence  should  not  be 
included  in  valuation.  Instead,  HQS 
standards  should  be  relocated  to  die 
section  241  handbook. 

HUD  Response:  In  response  to  the 
.above-summarized  comments,  the 
Department  has  reconsidered  its 
position  on  the  Underwriting/Valuation 
issue.  The  guidelines  have  been  revised 
to  indicate  that  the  following  will  now 
be  under  HUD  Regulatory  Repair 
Requirements,  and  will  not  be 
considered  as  part  of  die  valuation 
process,  unless  these  HUD  program/ 
regulatory  requirements  are  also  local 
code  requirements,  local  appraisal 
practice,  or  necessary  for  die  subject 
project  to  be  marketed  conventionally. 

A.  HUD  Regulatory  Repairs 

Include  lead-based  paint  mitigation, 
asbestos  mitigation,  and  section  504 
Accessibility. 

These  HUD  regulatory  repair 
requirements  will  be  included  in  the 
calculation  of  Extension  or  Transfer 
Preservation  Rents.  (See  Section  5.C.  of 
the  Guidelines.) 

B.  Required  Repairs  to  Bring  Property 
Back  to  Its  Original  Physical  Standards 
for  Occupancy 

The  Guidelines  also  have  been 
revised  to  state  that  HUD  will  furnish 
both  appraisers  with  the  list  of  required 
repairs  and  their  cost,  assuming  that 
Davis-Bacon  wage  requirements  do  not 
apply.  As  stated  in  the  Guidelines,  the 
repairs  are  to  bring  the  property  up  to  a 
“good  condition" — not  necessarily  new 
or  original  physical  condition. 
Additionally,  the  repairs  are  to  meet 
local  codes  or  the  Housing  Quality 
Standards,  whidiever  is  higher,  as 
outlined  in  24  CFR  888.307,  except  die 
lead-based  paint  requirement  or  odier 
requirements  not  customary  in  the 
subject  marketplace. 

The  appraisers  also  will  indicate  what 
operational  upgrades/energy  saving 
measures  should  be  employed  in  their 
analyses  of  the  Upgrades  repairs. 
However,  die  HUD  Architectural  and 
Engineering  staff  or  contractor  will  only 
provide  appraisers  those  repairs  that 
will  be  reasonably  completed  by  a 
buyer,  in  light  of  4e  above,  who 
intended  to  rehabilitate  the  property 
without  adding  any  upgrades.  Any 
improvement  beyond  this  level  will  be 
considered  HUD  Regulatory  Repairs 
rather  than  Required  Repairs.  (See 
Section  5.B  of  the  guidelines.) 


To  attract  a  market  rate  rental 
occupancy  or  conversion  to  a  higher 
residential  use,  the  property  will  have  to 
be  brought  up  to  at  least  a  good 
condidon  before  one  considers  what 
upgrading  repairs  should  be  done.  If  the 
amount  of  required  repairs  does  not 
bring  the  property  to  good  condition  an 
important  element  of  the  conversion 
process  was  not  fully  considered.  Hie 
appraiser  is  responsible  for  taking  into 
account  such  repairs.  This  does  not 
mean,  however,  as  one  commenter 
suggested,  to  indicate  that  if  the  roof 
has,  say  four  years  physical  life 
remaining,  that  it  should  be  replaced 
and  made  part  of  the  repair  requirement. 
Appraisal  principles  assume  that  the 
aged  roof  in  addition  to  other  such  items 
of  remaining  short  term  life  would  have 
a  depressing  effect  on  the  remaining 
economic  life  of  the  property,  thus 
affectii^  “AS-IS"  Value.  The  final 
Guidelines  reflect  this  position  of  the 
Department. 

C.  Ninety-Three  Percent  Occupancy 

The  proposed  Appraisal  Guidelines 
instructed  appraisers  to  use  a  market- 
derived  occupancy  rate  which  does  not 
exceed  B3  percent.  The  final  Guidelines 
eliminate  ^s  "directed"  93  percent 
occupancy  cap  in  connection  with  the 
appraisal.  Accordingly,  the  appraisers 
will  not  be  restricted  as  to  a  specific 
occupancy  percentage,  so  long  as  the 
occupancy  percentage  used  by  the 
appraisers  is  documented  by  market 
data  and  based  on  a  typical  long-term 
operation,  rather  than  a  first  year 
operation. 

It  should  be  noted  that  the  definition 
of  an  occupancy  percentage  or  rate,  as 
stated  in  American  Institute  of  Real 
Estate  Appraisers'  (AIREA)  "Dictionary 
of  Real  ^tate  Appraisal",  Second 
Edition,  reads:  “Hie  relationship 
between  ffie  income  received  from  the 
rental  units  in  a  property  and  the 
income  that  would  be  received  if  all  the 
units  were  occupied'  (Emphasis 
supplied).  As  the  definition  indicates, 
the  occupancy  rate  used  in  processing  is 
intended  to  reflect  not  only  physical 
vacancies  in  the  project,  but  also  bad 
debt  and  collection  costs.  The 
Department  has  found  fi'om  experience 
that,  as  a  general  matter,  a  long  term 
occupancy  rate  of  93  percent  is 
appropriate  (i.e.  5  percent  vacancy  plus 
2  percent  bad  debt  and  collection  loss). 

If  the  occupancy  factor  used  exceeds 
93  percent  HUD  valuation  reviewers 
wiU  expect  to  find,  in  the  expense 
estimate,  a  reasonable  amount  specified 
for  bad  debt  and  collection  loss.  Further, 
the  gross  rents  used  shall  have  a  proper, 
supportable  relationship  to  the  vacancy/ 
collection  loss  used  In  Ae  appraisal. 


5.  The  Three-Year  Operating  Expense 
Test 

This  is  another  issue  raised  fi^quently 
by  the  commenters.  Typical  was  the 
following: 

— Under  section  213(c)  of  UHPRHA,  the 
appraiser  is  directed  •*•  *  *  [T]o  use 
the  greater  of  actual  project  operating 
expenses  at  the  time  of  the  appraisal 
(based  on  the  average  of  the  actual 
operating  expenses  during  the 
preceding  three  years)  or  projected 
operating  expenses  after  conversion.” 
Yet  the  very  next  sentence  states  that 
the  appraisal  Guidelines  "shall  not  be 
inconsistent  with  customary  appraisal 
standards."  HUD's  regulations  must 
reconcile  these  two  Congressional 
mandates  in  some  internally 
consistent  manner. 

— ^Under  USPAP,  the  appraiser  is 
directed  to  establish  realistic 
operatirrg  expenses  based  on 
conversion;  for  existing  properties, 
appraisers  will  as  a  matter  of  course 
consult  the  historical  record  and  will 
make  adjustments  only  where 
persuasiW  evidence  justifies  a 
change.  This  will  occur  for  renovation, 
energy  efficiencies,  and  also  for 
changing  operations  that  result  from  a 
change  in  use.  In  a  LIHPRHA  context, 
changes  in  use  involve  not  only  a 
change  in  residents,  but  also  a  change 
in  regulatory  framework.  For  example, 
HUD  reporting  requirements  are  much 
more  extensive  than  marketplace 
requirements,  so  HUD  administrative 
costs  and  management  fees,  while 
appropriate  for  management-intensive 
HUD  affordable  housing  properties, 
are  usually  higher  than  would  be 
incurred  1^  comparable  conventional 
properties. 

We  thus  conclude  that  the  three-year 
test  should  be  interpreted  so  as  to 
permit  the  appraiser  to  identify  the  real 
future  operat^  expenses,  while  at  the 
same  time  reconciling  these  to  the 
historical  operating  costs.  In  its 
proposed  guidelines,  HUD  has 
interpreted  the  statutory  language  in  this 
manner,  as  follows: 

Conversely,  if  the  most  recent  year 
reflects  lower  expenses  and  the 
appraiser  expects  the  expenses  not  to 
increase  either  due  to  energy 
efficiencies  or  rehabilitation,  the  most 
recent  year  expenses  will  be  used  *  *  *. 
The  actual  project  operating  expenses 
should  be  reviewed  carefully  to 
eliminate  extraordinary  and 
nonrecurring  expenses.  Items  whidi  are 
extraordinarily  low  or  high  should  also 
be  identified.  (Emphasis  added.) 

The  property  may  currently  incur 
some  expenses  vdiidi  it  would  not  incur 
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if  it  were  conventional.  As  mentioned 
above,  a  good  example  of  costs  that 
would  terminate  upon  conversion  are 
the  administrative  expenses  of 
complying  with  HUD  regulations  (the 
certifications,  the  subsidy  notices  and  so 
on).  These  costs  are  incurred  now  and 
will  be  incurred  in  the  future,  but  woxild 
not  be  incurred  if  the  property  were 
conventionally  operated.  HUD  can 
correct  this  problem  by  changing  the 
italicized  language  to  read  “expenses 
which  are  extraordinary,  non-recurring, 
or  which  would  not  be  incurred  if  the 
property  were  converted  to  its  alternate 
use  as  determined  by  the  appraiser.” 

HUD  Response:  The  Department 
concurs  in  diis  comment  and  believes  it 
has  authority  under  LIHPRHA  to  revise 
its  Guidelines  accordingly.  These  final 
Guidelines  have  therefore  been  revised, 
at  Section  5.E.,  to  allow  appraisers  to 
treat  as  non-reciirring  expense  those 
costs  (such  as  the  achninistrative  costs 
of  complying  with  HUD  regulations) 
which  would  terminate  upon  conversion 
to  a  non-subsidized  project. 

Also,  as  a  general  matter  it  should  be 
noted  that  LIHPRHA  requires  that  the 
operating  expense  estimate  shall  be  the 
greater  of  the  last  three  years'  actual 
operating  expenses  or  the  estimated 
operating  expenses  after  conversion. 
However,  the  interim  rule  also  states 
that  the  most  recent  year  should  be  used 
instead  of  the  average  of  the  three  years, 
if  the  current  year  operating  expenses 
are  higher  than  those  of  the  preceding 
three  years  and  the  appraiser  has  made 
a  determination,  subject  to  the 
Commissioner's  review  and  approval, 
that  these  costs  are  unlikely  to  decrease 
in  the  future.  This  most  recent  year 
should  be  used  in  comparison  with  the 
estimated  operating  expenses  after 
conversion.  Conversely,  if  the  current 
year  operating  expenses  are  lower  than 
those  of  the  preceding  years  and  the 
Commissioner  has  made  a 
determination  that  these  costs  are 
imlikely  to  increase  in  the  future,  the 
appraiser  shall  use  current  year 
operating  expenses,  rather  than 
operating  expenses  for  the  preceding 
three  years,  for  purposes  of  comparison 
with  the  estimated  operating  expenses 
after  conversion.  In  both  of  the  above 
cases,  the  Commissioner  has  determined 
that  the  appraiser  will  maike  the  initial 
determinations  regarding  which  expense 
to  use  (current  year  or  average)  in 
comparison  to  estimated  operating 
expenses  after  conversion  and  the 
Commissioner,  in  the  appraisal  review 
process,  will  make  the  final 
determination  and  will  request  revisions 
to  the  appraisals,  if  necessary. 


&  Failure  to  Adjust  Appraised  Value  for 
Timing  Differences. 

The  National  Corporation  for  Housing 
Partnerships  noted  that: 

— ^The  guidelines  provide  that  the 
appraisal  will  be  as  of  its  date  of 
delivery,  yet  the  property  will  not  be 
taken  to  closing  until  many  months 
later.  If  not  corrected,  this  would 
create  a  taking  of  the  time  value  of 
money — in  this  case,  the  time  value  of 
the  Preservation  Equity  for  the  period 
between  the  appraisal  date  and  the 
owner's  receipt  of  incentives. 

To  prevent  this  inherent  taking,  we 
recommend  that  HUD  provide,  as  part  of 
the  Plan  of  Action,  that  the  Preservation 
Equity  will  be  adjusted  by  a  reasonable 
interest  rate  for  the  time  between  the 
value  determination  date  and  the 
recapitalization  closing.  (The  Federal 
Cost  Limit  test  would  be  applied  on  the 
valuation  date,  and  not  revisited.) 
Alternatively,  the  appraisal  guidelines 
should  be  corrected  to  provide  that  the 
valuations  are  as  of  a  projected  future 
Plan  of  Action  closing  date  (usually 
somewhere  between  6  and  18  months 
hence),  but  that  involves  estimation  and 
is  less  precise  than  simply  paying 
interest  on  the  taken  v^ue.  Paying 
interest  is  also  consistent  with  eminent 
domain  awards,  which  accrue  interest 
for  the  interval  between  the 
condemnation  and  the  transfer  of  title. 

HUD  Response:  This  issue  is  one  that 
was  also  raised  by  commenters  on 
S  248.111  of  the  proposed  rule  amending 
24  CFR  part  248.  The  Department's 
response  to  these  comments  is  similar  to 
that  set  out  in  the  preamble  to  the 
interim  rule  published  at  57  FR 11994, 
12005,  April  8, 1992: 

Section  213(a)(3)  of  the  statute 
provides  that  the  Secretary  may  approve 
an  "extension”  or  “transfer”  plan  of 
action  to  receive  incentives  only  based 
upon  an  appraisal  that  is  not  more  than 
30  months  old. 

The  Department  recognizes  the 
commenters'  concerns  ^at  property 
value  during  this  30-month  period  may 
fluctuate,  but  HUD  has  been  unable  to 
formulate  a  workable  and  statutorily 
permissible  mechanism  to  alleviate  this 
problem.  Preservation  values  drive  the 
preservation  process  from  the  start.  The 
resulting  aggregate  preservation  rents 
are  compared  to  the  Federal  cost  limit  to 
provide  project-specific  information  to 
owners  on  Aeir  options. 

The  property  may  be  offered  for  sale 
for  up  to  15  months,  and  potential 
purchasers  are  informed  of  available 
assistance  based  on  the  preservation 
value  and  Federal  cost  limit.  Re- 
estimating  value  late  in  the  process 
would  change  the  groimd  rules  for  all 


parties  concerned,  and  would 
unnecessarily  lengthen  the  process. 

Adjusting  preservation  value  would 
mean  adjusting  aggregate  preservation 
rents  and  re-comparing  them  to  the 
Federal  cost  limit — ^which  would  have 
changed  since  the  original  analysis. 
Moreover,  property  values  are  not 
subject  to  simple  inflation  factors  that 
could  be  applied  to  all  properties.  An 
attempt  to  reach  agreement  on 
revaluation  might  require  multiple 
appraisals. 

Finally,  the  Department  believes  that 
the  language  of  section  213(a)(3]  implies 
an  assumption  on  the  part  of  the 
Congress  that  no  readjustment  of 
preservation  values  is  warranted,  as 
long  as  the  plan  of  action  is  approved 
within  30  months  from  the  date  of  the 
appraisal. 

7.  Effective  Date  of  Appraisal 
Guidelines 

— Commenters  expressed  concern  that 
the  guidelines  do  not  state  whether 
they  are  effective  upon  publication,  or 
only  upon  revision  after  comments. 
HUD  Response:  Today's  document — 
the  final  appraisal  guidelines,  will 
become  effective  upon  publication,  at 
the  same  time  that  HUD's  interim 
Prepayment  rule,  FR-2978,  24  CFR  part 
248,  becomes  effective. 

8.  Reconciliation  of  Two  Appraisals 

— A  number  of  commenters  were 
concerned  that  the  five  percent  spread 
between  the  first  two  appraisals  is  too 
narrow  and  will  result  in  too  large  a 
number  of  third  appraisals.  A  spread 
of  up  to  25  percent  was  suggested. 
HUD  Response:  The  Department  has 
considered  the  many  comments  received 
to  the  effect  that  the  five  percent 
difference  in  the  values  produced  by  the 
owner's  appraiser  and  the  Department's 
is  too  narrow  and  will  cause  an 
inordinate  number  of  third  appraisals. 
The  Department  has  chosen  the  five 
percent  figure  to  encourage  the 
independent  appraisers  to  produce  fair 
and  realistic  values.  Further,  the 
Department's  administrative 
instructions  will  allow  an  owner  to 
proceed  with  the  next  steps  in  the 
preservation  process  even  if  one  of  the 
preservation  values  cannot  be 
reconciled  within  five  percent  of  the 
lower  of  (A)  one  hundred  five  percent  of 
HUD's  value  or  (B)  owner's  value. 

9.  Impact  of  Non-Coterminous  Subsidy 
Contracts 

— Commenters  cited  the  following 
problem:  Since  LIHPRHA  is  a 
valuation  of  the  owner's  conversion 
right  under  the  existing  mortgage,  only 


19976 


Federal  Re^eter  /  Vol  57.  No.  90  /  Friday,  May  8,  1992  /  Notices 


those  contracts  that  are  directly 
linked  to  the  existence  of  the 
mortgage  would  terminate  upon 
prepayment.  For  example,  a  section 
236  interest  reduction  subsidy 
contract  explicitly  expires  when  the 
mortgage  is  repaid.  By  contrast,  many 
forms  of  section  8  assistance  have 
been  awarded  for  multi-year  terms 
which  may,  more  than  likely,  not 
coincide  with  the  prepayment 
eligibility  date. 

These  contracts  must  be  considered, 
as  they  represent  continuing 
commitments — on  both  the  owner’s  and 
HUD's  part — ^which  would  not  terminate 
simply  because  the  mortgage  was 
prepaid.  At  the  same  time,  many  of 
these  contracts  provide  for  adjustments 
in  the  section  8  rent — for  example, 
section  6  property-based  certificates  will 
often  pro^de  that  they  bestow  rent 
equal  to  the  lesser  of  die  Section  8 
Existing  Fair  Market  Rent  (FMR)  or  the 
property’s  budget-based  rent  If  the 
mortgage  were  prepaid,  these  rents 
would  rise. 

— Commenters  also  suggested  that  the 
guidelines  should  state  that  ‘stub’ 
contracts  which  survive  prepayment 
must  be  considered  as  a  transition 
period  cost  or  benefit,  and  that  the 
appraiser  should  be  alert  to  the 
possibility  that  the  contract  rents 
would  change. 

HUD  Response:  The  Department 
agrees  with  these  commenters.  The 
proposed  guidelines,  at  Section  5.D.l(d), 
recognized  that  Section  8  Contracts  are 
awarded  for  a  multi-year  time  period, 
and  would  not  necessarily  expire  upon 
prepayment  of  the  mortgage  or 
termination  of  the  mortgage  insurance 
contract.  The  Department  believes  that 
any  Section  8  Rents  that  survive 
prepayment  can  be  properly  assessed  by 
the  appraisers  who  are  given  data  on  the 
number  of  units  receiving  section  8,  the 
length  of  the  contract  and  the  typical 
annual  adjustments  for  the  last  few 
years.  For  further  clarification,  HUD  is 
indicating  in  the  final  guidelines  that 
this  data  is  obtainable  from  the  owner 
or  the  local  HUD  Field  Office.  Since 
these  guidelines  require  the  first  year’s 
rents  to  reflect  a  typical  stabilized  long 
term  operation,  the  appraiser  should  use 
unsubsidized  market  rents  and  subtract 
any  income  loss  due  to  the  lesser 
contract  rents  from  the  unsubsidized 
value  as  part  of  the  conversion  costs. 

10.  Impact  of  Transition  and  Conversion 
Costs 

Commenters  raised  the  following 
problem;  The  guidelines  state  that  the 
extension  preservation  value  is  “as  is", 
and  that  it  is  the  “fair  market  value  as 


residential  rental  housing  less  all  repair 
and  conversion  costs  needed  to  achieve 
the  net  income  used  in  the  analysis.’’ 
(Similar  language  is  used  in  the 
succeeding  paragraph  relating  to 
transfer  preservation  value.)  In  point  of 
fact,  fair  market  value  reflects  all  costs 
of  conversion:  the  language  used  creates 
the  impression  of  a  double  debit. 

Commenters  suggested  the  following 
change  in  the  language: 

[F]air  market  value  as  is,  which 
reflects  not  only  property’s  alternate 
value  after  conversion  to  a  higher  and 
better  alternate  use  but  also  the 
conversion  and  transition  costs  required 
to  achieve  that  alternative  use. 

It  was  suggested  that  the  language 
could  also  go  on  to  say,  for  clarity,  that 
The  Department  expects  that  appraisers 
will  determine  fair  market  value  as-is  by 
developing  an  estimate  of  the  property’s 
stabilized  future  value,  after  conversion, 
and  then  deducting  all  transition  and 
conversion  costs  ^m  that  future  value 
and,  if  necessary,  discounting  these 
costs  and  values  to  present  value  to 
reflect  the  transition  period  over  which 
the  hypothetical  conversion  would 
occur.’ 

HUD  Response:  The  Guidelines  were 
not  intended  to  imply  that  repairs  and 
conversion  costs  were  to  be  deducted 
twice  in  the  determination  of  Fair 
Market  Value  “As-Is”  of  the  properties. 
The  final  guidelines  have  been  clarified 
on  this  point  HUD  has  incorporated  into 
the  guidelines  the  language  of  the 
commenter  as  follows:  Fair  market  value 
"AS4S’’,  which  reflects  not  only  the 
property’s  value  after  conversion  to  a 
higher  or  better  alternate  use  but  also 
the  conversion  and  transition  costs 
required  to  achieve  that  use.  The 
Department  expects  that  appraisers  will 
determine  fair  market  value  AS-IS  by 
developing  an  estimate  of  the  property’s 
stabilized  value,  after  conversirm,  and 
then  deducting  all  transition  and 
conversion  costs  from  that  value.  (See 
Sections  3.A.  and  B.  of  the  guidelines.) 

11.  Appraisers’ Opportunity  to  Revise 
Appraisals 

— Commenters  stated  that  the  proposed 
guidelines  did  not  provide  for  the  two 
appraisers  to  have  an  opportunity  to 
re^se  or  reconcile  their  values,  as 
mandated  by  section  213(c)  of 
LIHPRHA.  'Die  Guidelines,  the 
commenters  suggested,  should  state 
that  in  the  month  between  delivery  of 
the  two  appraisals  and  the 
engagement  of  the  third  appraiser,  the 
two  appraisers  shall  meet,  review 
each  oner’s  work,  discuss  the 
differences  in  assumptions  or 
jud^ents,  and  (if  appropriate)  issue 
revised  appraisals.  The  owner  and 


HUD  should  then  seek  to  reconcile  the 
two  revised  appraisals. 

HUD  Response:  The  guidelines  state 
that  when  the  appraisers  have 
completed  their  appraisals,  they  will  be 
examined  by  both  HUD  and  the  owner 
to  insure  that  the  guidelines  have  been 
followed  and  that  all  pertinent  data  has 
been  considered  and  properly  applied  in 
both  appraisals.  HUD  does  not  believe  it 
appropriate  for  the  appraisers  to  review 
each  other’s  appraisals  before  the  owner 
and  HUD  examine  them.  We  are 
confident  that  both  HUD  and  the  owner 
are  capable  of  recognizing  cases  where 
the  appraisal  reports  that  are  not 
adequately  supported  or  are  in  conflict 
with  the  guidelines.  The  appraisers  will 
then  have  an  opportunity  to  amend  their 
appraisals.  Once  the  appraisals  have 
been  reviewed  and,  if  necessa^, 
amended  by  the  appraisers,  HUD  and 
the  owner  will  attempt  to  reach  a 
reconciliation  of  the  value  amounts.  If 
that  is  not  possible  within  a  5  percent 
leeway,  a  third  appraisal,  binding  on 
both  parties,  will  be  performed. 

12.  Delivery  of  Third  Appraisal  and 
Deficiencies  in  Third  Appraisal 

— Commenters  raised  another  pfoblem: 
The  guidelines  place  no  bounds  upon 
the  third  appraiser’s  choice  of 
methods  or  values.  It  was 
recommended  that  the  third  appraiser 
be  directed  to  review  the  two 
appraisals  and  to  provide  an  opinion 
of  value  within  the  range  established 
by  the  two  values.  Although  this 
procedure  is  not  statutorily  mandated, 
commenters  stated  their  belief  that  it 
is  consistent  with  Congressional 
intent,  which  was  to  seek  a  third 
appraisal  only  to  reconcile  the 
differences  between  the  two  points  of 
view.  ^ 

— Additionally,  commenters  observed 
that  the  proposed  guidelines  stated 
that  the  third  appraisal  is  “binding  on 
both  HUD  and  the  owner  as  long  as 
there  are  no  inconsistencies  or  other 
deficiencies.”  (Emphasis  added  by 
commenter.)  The  italicized  language  is 
contrruy  to  the  plain  language  of  the 
statute.  Nor  is  there  any  statement  [in 
the  proposed  guidelines]  as  to  how 
deficiencies  are  determined.  It  was 
recoimnended  that  the  quoted  phrase 
be  replaced  with  binding  on  both 
HUD  and  the  owner  as  long  as  it 
conforms  with  the  Uniform  Standards 
of  Professional  Appraisal  Practice 
(USPAP),  as  supplemented  by  these 
appraisal  guidelines. 

HUD  Response:  The  Department  has 
determined  that  the  third  appraiser  shall 
conduct  an  independent  third  appraisal 
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of  the  property,  using  the  same 
information,  and  subiect  to  the  same 
guidelines,  as  the  first  two  appraisers. 

As  long  as  the  third  appraiser  has 
followed  the  guidelines  and  their  intent, 
supports  his/her  value  estimates  with 
data,  and  there  are  no  other  errors 
(mathematical  or  procedural,  etc.),  the 
third  appraisal  will  be  binding  on  both 
partiea-^at  is,  HUD  and  the  owner. 

The  qualification  that  the  third  appraisal 
is  binding  as  long  as  there  are  no 
inconsistencies  or  other  deficiencies  is 
not  contrary  to  the  statutory  language.  It 
is  merely  a  logical  extension  of  the 
statutory  intent  Uiat  aU  three  appraisals 
be  consistent  with  the  guidelines 
promidgated  by  the  Sectary.  If  the 
third  appraisal  fails  to  be  consistent 
with  the  guidelines,  or  is  deficient  in 
that  respect,  to  require  that  appraisal  to 
be  binding  upon  the  parties  would  be 
contrary  to  the  statutory  intent. 

The  third  appraisal  will  be  subject  to 
the  same  examination  as  the  first  two 
appraisals.  Review  of  the  legislation  and 
its  history  indicates  that  the  third 
appraisal  would  be  used  to  resolve  the 
difierences  between  the  first  two 
appraisals.  However,  this  does  not  mean 
that  the  third  appraisal  must  establish  a 
value  between  the  estimates  of  the  first 
two  appraisals,  or  that  the  third 
appraisal  should  merely  consist  of  a 
review  of  the  first  two  appraisals  by  the 
third  appraiser.  The  third  appraiser  must 
establish  a  value  independent  of  the 
first  two  appraisals  in  order  to  serve  his 
or  her  role  as  the  final  arbiter  of  the 
*‘AS-IS”  Value  of  the  housing.  If  the 
third  appraiser  was  limited  to 
determining  value  somewhere  within  the 
range  established  by  the  fint  two 
appraisals,  as  suggested  by  a 
commenter.  this  would  raise  questions 
concerning  conformity  to  USPAP. 
Additionafiy,  limiting  the  role  of  the 
third  appraiser  to  merely  reviewing  and 
reconciling  the  difference  between  the 
first  two  appraisals  would  contradict 
section  213(a)(1)  of  LIHPRHA,  which 
clearly  requires  the  third  appraiser  to 
conduct  his  or  her  own  appraisal  of  the 
housing,  not  just  review  appraisals  that 
have  already  been  performed. 

13.  Interpretation  of  Use  Restrictions 

— ^A  commenter  outlined  the  following 
problem:  The  guidelines  instruct  the 
appraiser  to  t^e  certain  peripheral 
legal  restrictions  into  consideration 
and  thus  ask  the  appraiser  to  perform 
analysis  for  which  me  appraiser  is  not 
Qualified.  The  conunenter  suggested 
that  the  guidelines  instruct  the 
appraiser  to  seek  advice  from  the 
owner’s  legal  counsel  as  to  whether 
1.  Any  non-Federal  use  agreernenta 
exist. 


2.  If  so,  what  their  impact  would  be  on 
the  subject  property  if  it  were  to  prepay 
its  mortgage  and  convert  to 
conventional  use. 

The  guidelines  should  further  instruct 
appraisers,  the  commenter  said,  that 
they  may  rely  on  advice  of  counsel, 
provided  that  the  appraiser's  reliance  is 
appropriately  highli^ted  as  an 
assumption  or  lifting  condition,  and  if 
necessary,  the  appraiser  should  attach 
the  advice  as  an  exhibit  or 
supplementary  schedule  to  the 
appraisal. 

HUD  Response:  It  is  the  position  of 
the  Department  that  it  is  the  appraiser’s 
responsibility  to  consider  all  factors  that 
coidd  have  an  effect  on  value.  If  the 
appraiser  has  any  question  as  to  the 
applicability  of  use  restrictions  on  a 
particular  project  the  appraiser  should 
submit  the  questions  to  the  HUD  Field 
Office  in  the  area  where  the  property  is 
located.  The  Appraisal  Guidelines  have 
been  revised  at  Section  4 A.  to  so  state. 

14.  Preemption  of  Certain  Local  Rent 
Control  Laws 

— A  commenter  observed  that  the 
proposed  guidelines  failed  to  note  the 
preemption  provisions  of  section 
232(a)  of  LIHPRHA,  which  provides, 
in  pertinent  part  that 
‘(a)  IN  GENERAL  No  state  or  political 
subdivision  of  a  state  may  establish, 
continue  in  effect  or  enforce  any  law  or 
regulation  that — : 

(1)  restricts  or  inhibits  the  prepayment 
of  any  [LIHPRHA-eligible]  mortgage; 

***** 

(3)  is  inconsistent  with  any  provision 
of  this  subtitle  [UHPREAl  *  *  *  or 

(4)  in  its  applicability  to  low-income 
housing  is  lifted  only  to  eligible  low- 
income  housing  for  which  the  owner  has 
prepaid  the  mortgage  *  * 

It  was  suggested  by  the  commenter 
that  the  guidelines  be  supplemented  by 
quoting  section  232(a)  of  LIHPRHA 
verbatim,  together  with  the 
amplification  contained  in  $  248.143  of 
the  LIHPRHA  regulations  (and  the 
related  precunble  discussion),  which 
provides  that: 

‘[A]  state  or  local  law  which  is  more 
onerous  to  eligible  low-income  housing 
than  to  other  projects  would  clearly  be 
preempted  by  the  Department’ 
Appraisers  should  be  advised,  the 
commenter  said,  that  state  and  local 
laws  not  of  general  applicability,  or 
which  are  discriminatory  in  their 
application  to  e3usting  affordable 
housing,  are  preempted  and  thus  must 
be  ignored  for  purposes  of  a  LIHPRHA 
valuation. 

As  with  other  legal  use  restrictions, 
the  evaluation  of  rent  control  and 


similar  ordinances  is  a  legal  matter  for 
which  appraisers  are  generally 
unqualified,  the  commenter  claimed. 
Appraisers  should  be  directed  to  rely 
upon  advice  of  siiitable  legal  counsel.  In 
jxirisdictions  with  general  rent  control 
that  went  into  effect  on  a  certain  date, 
the  subject  property  may  well  be  exempt 
because  it  was  constructed  before  the 
effective  date.  The  Guidelines  should  so 
state,  the  commenter  said. 

Interpretations  of  local  rent  control  laws 
which  have  the  effect  of  forcing 
prepayment-eligible  properties  to  accept 
new  ’maricet’  rents  which  are  a 
continuation  of  their  restricted  HUD 
rents  (1)  would  also  be  considered  more 
onerous  to  eligible  low-income  housing, 
(2)  are  therefore  preempted  by 
LffiPRHA.  and  (3)  should  be 
disregarded  by  appraisers  in 
establishing  Preservation  Value. 

HUD  Response:  The  Department 
agrees  with  the  commenters  that 
appraisers  should  be  aware  that 
LIHPRHA  preempts  certain  State  and 
local  laws  which  conflict  with 
UHHIHA.  In  furtherance  of  this.  Section 
4.C  of  the  Appraisal  Guidelines  has 
been  revised  to  add  the  statutory 
language  of  section  232  of  LIHPRHA. 
and  to  refer  the  appraisers  to  the 
preambles  of  the  proposed  rule 
amending  24  CFR  part  248  (56  FR  20262, 
May  2, 1991)  and  to  the  part  248  interim 
rule  at  57  FR  11992,  pubUshed  on  April  8, 
1992,  both  of  which  discuss  this  issue  in 
greater  detail. 

The  Appraisal  Guidelines  have  also 
been  amended  to  direct  appraisers  to 
submit  any  questions  rega^ng  the 
preemption  of  specific  State  or  local 
laws  to  HUD  Field  Office  counsel.  Reid 
counsel  will  provide  the  appraisers  with 
written  responses  which  should  be 
incorporate  as  part  of  the  appraisal 
reports  submitted  to  HUD  and  to  the 
owner. 

With  reference  to  the  specific  issue  of 
rent  control,  section  232(b)  of  LIHRRHA 
states  that  rent  control  laws  are  not 
preempted  if  they  are  consistent  with 
UHI^tHA  and  are  of  general 
applicability.  Hierefore,  the  issue  of 
preemption  should  not  arise  very 
frequently  in  the  context  of  laws 
controlling  rents.  If  the  issue  does  arise, 
the  appraisers  should  refer  the  question 
to  Field  counsel. 

The  Department  disagrees  with  the 
comment  that  the  determination 
whether  a  rent  control  law  applies  to  a 
particular  property  is  a  legal  issue  that 
appraisers  are  unqualified  to  resolve, 
llie  applicability  of  local  laws  and  other 
use  restrictions  to  a  particular  property 
is  a  determination  which  should  be 
made  by  the  appraisers.  Standards  Rule 
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l-2(c)  of  USPAP  specifically  states  that 
in  developing  an  appraisal,  appraisers 
must  “consider  easements,  restrictions, 
encumbrances,  leases,  reservations, 
covenants,  contracts,  declarations, 
special  assessments,  ordinances,  or 
other  items  of  a  similar  nature.” 

Rent  control  laws  are  included  in 
these  considerations.  Accordingly,  it  is 
the  appraiser’s  responsibility  to 
determine  whether  any  of  the  foregoing 
apply  to  the  particular  property  being 
appraised,  llie  appraisers' 
determinations  should  be  documented  in 
their  reports. 

15.  Improvements  and  Property  Cash 
Reserves 

— Commenters  noted  that  the  proposed 
guidelines  instructed  the  appraiser  to 
deduct  various  capital  needs 
expenditures,  but  failed  to  note  the 
presence  of  the  replacement  reserve 
and  residual  receipts  account  Both  of 
these  are  the  owner's  money  that  (in 
die  case  of  a  prepayment)  would  be 
available  to  offset  those  costs. 

The  guidelines  should  instruct  the 
appraiser,  the  commenters  said,  that  to 
the  extent  the  appraiser  determines  that 
in  order  to  achieve  a  higher  and  better 
use,  the  owner  would  be  required  to 
expend  capital  improvements,  transition 
costs,  or  relocation  benefits,  the 
appraiser  should  net  against  these 
conversion  costs  the  balance  in  the 
replacement  reserve  (because  that 
money  would  be  immediately  available 
to  fund  them). 

A  similar  argument  applies,  even  more 
strongly,  to  residual  receipts.  These  are 
cleariy  the  owner's  money.  They  would 
become  available  iqx>n  prepayment  of 
the  mortgage,  with  no  further  conditions. 
The  residu^  receipts  should  be  netted 
against  the  projected  capital 
improvements  costs,  transition  costs,  or 
relocation  benefits. 

HUD  Response:  The  Department 
disagrees  with  this  proposal.  As  noted 
by  the  Appraisal  Institute  in  its 
comments  on  these  guidelines,  “The 
reserve  account  itself  is  a  cash  fund; 
however,  it  is  not  a  part  of  the  realty  but 
an  item  of  personalty  and,  therefore, 
should  not  be  included  in  the  appraisal 
analysis”.  The  same  response  is  also 
applicable  to  the  residual  receipts 
account  Since  in  the  event  of 
prepayment  an  owner  is  not  required  to 
expend  such  funds  to  improve  the 
project  the  appraiser  should  not  assume 
that  the  fund  will  be  used  for  that 
purpose. 

16.  Conversion  Period  Costs 

— Commenters  observed  that  the 
guidelines  list  conversion  factors 
which  must  be  documented.  This 


creates  the  impression,  it  was 
claimed,  that  &ese  conversion  factors 
are  mandatory. 

The  guidelines  should  also  state  that 
the  list  of  conversion  costs  provided  in 
Section  5.C.2  is  intended  to  be  advisory 
and  should  list  factors  that  the  appraiser 
may  or  may  not  deem  relevant  or 
necessary.  The  guidelines  should  state 
that  no  implication  is  to  be  inferred  that 
any  or  all  of  these  costs  are  mandatory, 
but  rather  that  each  one  must  be 
reviewed  by  the  appraiser  and  included 
only  to  the  extent  that  the  appraiser 
believes  the  cost  would  be  required  in 
the  marketplace.  (The  guidelines  may 
also  require  the  appraiser  to  state,  for 
any  conversion  cost  deemed 
uimecessary.  why  the  appraiser  believes 
it  inapplicable.) 

HUD  Response:  The  comment 
correctly  outlines  the  Department 
position  on  this  matter,  and  the 
suggested  Icmguage  has  been 
incorporated  in  these  final  Guidelines. 
(See  Section  5.D.1  and  2  of  the 
Guidelines.) 

17.  Increased  Maintenance/Tenant 
Complaints 

— Commenters  stated  that  the  guidelines 
instruct  the  appraiser  to  consider 
‘Increased  maintenance  and  repair 
costs  under  the  assumption  that 
increased  tenant  concern,  complaints 
and  loss  of  goodwill  will  occur.’ 

— The  language  is  unclear,  commenters 
claimed.  Are  the  guidelines  suggesting 
that  the  appraiser  must  consider 
increased  vandalism?  It  was 
recommended  that  the  section  be 
deleted. 

HUD  Response:  The  Appraisal 
Guidelines  have  been  revised  to 
eliminate  the  above  reference  in  Section 
5.D.2.(d).  It  is  the  appraiser's  function  to 
determine  what  is  applicable  or  not  in 
the  analysis.  (See  also  HUD's  response 
under  “Conversion  Period  Costs, 
elsewhere  in  this  preamble.) 

18.  Financing  Costs 

— Commenters  observed  that  the 
proposed  guidelines  instruct  the 
appraiser  to  consider  financing  costs, 
which,  the  commenters  claimed  are 
not  part  of  the  value  of  property.  The 
guidelines  should  state  instead  that 
The  appraiser  is  directed  to  consider 
that  as  a  precondition  to  converting 
the  housing  to  an  alternate  use,  the 
owner  must  first  prepay  the  existing 
HUD  mortgage.  'Dius  the  fair  market 
value  determined  by  the  appraiser 
may  not  consider  any  favorable  HUD 
financing  now  in  place.' 

To  the  extent  that  costs  of  raising 
future  capital  to  buy  properties  are  a 


part  of  a  buyer's  decision  process,  the 
market-derived  NOI  capitalization  rate 
reflects  these  costs.  Including  them 
separately  is  a  double  count  that  would 
unfairly  penalize  owners. 

HUD  Response:  The  Department 
believes  that  the  above  comment 
reflects  a  misunderstanding  of  the 
guidelines  that  may  have  been  the  result 
of  an  assumption  that  a  Discounted 
Cash  Flow  technique  would  be  used.  It 
should  be  noted  that  the  guidelines 
assiune  application  of  a  capitalization 
rate  to  an  income  stream  that  represents 
a  stabilized  typical  long-term  operation 
which  begins  on  the  effective  date  of  the 
appraisal.  The  “Financing  Costs” 
referred  to  in  the  guidelines  are  intended 
to  reflect  such  costs  as  application  fee, 
appraisal  fee,  credit  checl».  placement 
fee,  etc.  associated  with  any  mortgage 
that  the  appraiser  might  have  assumed 
in  the  capitalization  rate  to  arrive  at  the 
unsubsiifized  market  value. 

The  appraisers  must  identify  and 
discuss  “Financing  Costs”  in  enough 
detail  to  permit  the  review  appraiser 
and  other  users  of  the  report  to 
determine  that  these  financing  costs 
have  been  considered  adequately. 

19.  Replacement  Reserve  Sinking  Fund 
and  Replacement  Reserve  Funding 

— ^The  guidelines  instruct  the  appraiser, 
a  commenter  observed,  to  esttoate  an 
initial  deposit  to  the  Replacement 
Reserve  for  future  capital  needs.  This 
is  not  mandated  by  USPAP  and  only 
sometimes  by  a  particular  property  in 
a  particular  marketplace.  'The 
giiidelines  instruct  die  appraiser  to 
use  the  ciurent  HUD  reserve  funding, 
as  increased  by  0.6%  of  the  hard  cost 
any  new  repairs. 

These  concerns,  to  the  extent  deemed 
valid  by  the  appraiser,  should  be 
reflect^  by  the  appraiser  in  its 
projection  of  future  operations  and 
should  not  be  separately  considered. 
This  section  should  be  deleted. 
Determination  of  suitable  future 
conventional  replacement  reserve 
deposits — if  any — should  be  left  to  the 
appraiser  based  on  market  conditions. 

HUD  Response:  The  Departmwit 
agrees  with  the  comment  regarding  the 
initial  deposit  to  reserve,  since  the  “AS- 
IS  VALUE”  implies  that  portions  of  the 
short-lived  items  have  already  been 
considered  in  the  “AS-IS”  Value.  The 
guidelines  have  been  revised  to 
eliminate  any  requirement  for  an  initial 
deposit  to  the  reserve  account  unless  it 
is  customary  to  have  such  a  Reserve  for 
Replacement. 

With  respect  to  the  inclusion  of  an 
annual  deposit  to  the  Reserve  for 
Replacement  in  the  expense  estimate, 
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the  guidelines  have  been  revised  to 
indicate  that  it  is  the  appraiser’s 
decision  as  to  the  appropriateness  of 
including  a  Reserve  for  Replacement 
payment  when  determining  the 
proposed  operating  expenses  after 
conversion. 

20.  Entrepreneurial  Profit  and  Risk 

— A  commenter  noted  that  the  proposed 
guidelines  instructed  the  appraiser  to 
consider  entrepreneurial  profit  and 
risk.  This  is  a  HUD  underwriting 
concept,  the  conunenter  said.  In 
conventional  appraisals, 
entrepreneurial  profit  (to  the  extent 
the  appraiser  deems  it  relevant]  is 
captured  within  the  market-derived 
capitalization  rate.  The  reference 
should  be  deleted  or  made  advisory 
by  adding  the  language,  "if  the 
appraiser  deems  entrepreneurial  profit 
to  be  appropriate." 

HUD  Response:  The  Department 
accepts  the  comment  that 
entrepreneurial  profit  should  be 
reflected  in  the  market-derived 
capitalization  rate,  and  has  deleted  its 
mention  in  connection  with  conversion 
costs  under  Sections  5.D.2(h)  and  6.  of 
the  final  Appraisal  Guidelines.  The 
guidelines  have  also  been  revised  to 
reflect  risk  and  profit  in  the 
capitalization  rate.  (See  also  the 
following  discussion  on  capitalization 
rates.) 

21.  Capitalization  Rates 

— A  commenter  noted  that  the 
guidelines  require  the  appraiser  to 
base  the  capitalization  rate  on  market 
data.  It  will  present  problems  to 
appraisers,  the  commenter  said, 
because  deriving  accurate  data  fi’om 
which  to  infer  capitalization  rate  is 
difficult  in  many  markets  where  sales 
data  may  be  known,  but  reliable 
operating  income  data  is  harder  to 
obtain.  To  prevent  appraisers  firom 
using  unjustifiable  capitalization 
rates,  HUD  could  state  that  the 
appraiser  must  research  capitalization 
rates  based  on  market  evidence,  must 
supply  such  market  evidence,  and 
must  explain  how  the  chosen 
capitalization  rate  was  reconciled 
with  the  market  evidence.  HUD  could 
also  require  a  market  comparison  of 
cap  rates  as  a  supplementary 
schedule. 

HUD  Response:  The  fact  that  the 
appraisers  base  the  capitalization  rate 
on  market  data,  as  stated  in  the 
comments,  and  that  this  may  present 
problems  to  the  appraisers  in  deriving 
accurate  data  does  not  negate  the  need 
for  this  data.  In  fact,  this  consideration 
is  inherent  in  the  appraisal  process.  The 


documentation  referred  to  in  the 
comment  is  a  long-existing  requirement, 
and  is  required  by  USPAP  and  by  HUD’s 
supplemental  standards. 

A  capitalization  rate  based  on  market 
data  is  required.  The  capitalization  rate 
should  reflect  conventional  mcurket 
loan/equity  ratios,  debt  service  rates, 
and  equity  dividend  rates.  A 
clarification  has  been  added  in  these 
final  guidelines  with  resi>ect  to 
treatment  of  equity  dividend  rates 
Equity  dividend  rate  data  extracted 
fi'om  comparable  unsubsidized 
properties  that  do  not  need  conversion 
reflects  the  return  on  investment 
associated  with  the  transfer  of  a 
property  not  requiring  the  additional 
effort  and  risk  a  conversion  fix)m  a 
subsidized  to  an  unsubsidized  status 
entails.  Accordingly,  an  additional 
entrepreneurial  return  (perhaps  10  to  20 
percent  based  on  market  analysis) 
associated  with  conversion  may  be 
added  to  the  equity  dividend  rate 
extracted  from  market  comparables  not 
requiring  repairs  and  conversion.  Of 
course,  if  the  comparables  were 
properties  that  would  require  the  same 
repair  and  conversion  effort  as  the 
subject,  such  an  adjustment  would  not 
be  applicable.  As  noted,  in  either  case, 
this  must  be  fully  documented  in  the 
report.  As  noted,  the  Guidelines  have 
been  modified  to  reflect  the  above. 

22.  Effective  Gross  Income  Multiplier 
(EGIM) 

— Effective  Gross  Income  Multiplier 
(EGIM)  is  mandated  as  an  approach 
to  value,  a  commenter  stated.  EGIM  is 
not  an  approach  to  value;  it  is  a 
technique  used  by  appraisers  as  p£irt 
of  the  income  approach  to  value,  just 
as  NOI  capitalization  is  another 
technique  used.  The  guidelines  should 
clarify  that  EGIM  is  a  technique  in  the 
income  approach,  and  may  mandate 
an  EGIM  analysis  as  a  supplementary 
schedule. 

HUD  Response:  The  classification  of 
GIM  or  EGIM  is  considered  to  be  a  moot 
point.  As  one  of  HUD’s  Supplemental 
Standards,  the  guidelines  in  essence, 
simply  require  Uiat  one  of  these  (i.e. 

GIM  or  EGIM)  must  be  used  in  addition 
to  the  Market  approach. 

23.  Prohibition  on  Discounted  Cash 
Flow 

— A  commenter  stated  that  the  proposed 
guidelines  prohibited  appraisers  from 
using  Discounted  Cash  Flow  (DCF)  as 
a  valuation  approach,  but  specifically 
invited  public  comment  on  the  point. 
DCF  is  the  most  useful  tool  available 
for  any  property  which  is  being  valued 
before  or  during  a  transition  from  one 
stable  state  to  another,  and  is 


specifically  permitted  by  USPAP.  To 
prohibit  it  denies  appraisers  their  best 
method  for  estimating  value  in 
complex  properties  such  as  these,  the 
commenter  said. 

Given  that  HUD  has  (correctly) 
instructed  appraisers  to  consider  the 
burdens  and  benefits  of  non- 
coterminous  “stub"  period  subsidy 
contracts,  there  is  almost  no 
mathematical  way  accurately  to  reflect 
these  burdens  and  benefits  in  a  pure 
NOI  capitalization  rate.  A  DCF 
approach  is  almost  the  only  way  to 
provide  any  rigor  to  the  assessment  of 
the  value  or  cost  of  these  stub-period 
contracts.  DCF  analysis  is  vulnerable  to 
unverifiable  assumptions  about  future 
inflation  rates  only  if  the  projected  DCF 
holding  period  is  long. 

As  a  compromise,  HUD  should 
instruct  appraisers  that  it  will  accept 
DCF  analysis  so  long  as: 

1.  The  DCF  period  is  no  longer  than 
the  transition  period  (from  the  current 
subsidized  operations  to  the  completion 
of  the  conversion  to  the  higher 
alternative  use),  and  in  genera)  not 
expected  to  be  more  than  five  years. 

2.  ’The  derivation  of  the  income 
approach  to  value  in  the  future  stable 
state  does  not  rely  exclusively  on  futme 
DCF  but  instead  on  NOI  capitalization, 
GIM,  or  EGIM. 

3.  The  total  present  value  would  be 
the  discount  future  stabilized  value,  plus 
the  sum  of  all  transition  period  interim 
income. 

This  method  would  allow  for  explicit 
consideration  of  transition  and 
conversion  costs,  as  mandated  by  both 
UHPRHA  and  USPAP.  The  Appraisal 
Guidelines  for  Extension  Preservation 
Value,  in  order  to  accomplish  the 
physical  transformation  from  the 
existing  low  income  housing  use  to 
market  rate  housing,  need  to  indicate 
that  significant  upgrades  and  renovation 
are  necessary.  In  addition,  many 
tenants  will  be  displaced  and  vacancy 
increased  during  the  period  of 
transformation.  As  a  result  the  income 
stream  will  be  significantly  less  than  the 
"stabilized"  income  stream  that  will  be 
produced  after  renovation  has  been 
completed  and  absorption  of  vacant 
units  has  been  accomplished.  Further,  if 
the  appraiser  is  forced  by  the  Guidelines 
to  capitalize  into  perpetuity  the  first- 
year  income  stream,  the  property  would 
be  unfairly  penalized  in  the  final  value 
estimation. 

— Abuse  of  the  discounted  cash  flow 
tool  is  a  well  known  reality  in  the 
appraisal  profession.  A  difference  of 
opinion  where  one  appraiser  can 
claim  a  20  percent  per  year  increase 
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and  another  a  5  percent  per  year 
increase  can  never  be  unequivocally 
settled  until  that  holding  period  has 
passed,  and  historical  fact  can  be 
used  to  test  these  projections. 

However,  for  Transfer  Preservation 
Value,  in  a  case  where  the  highest  and 
best  use  for  Transfer  Preservation 
Value  is  conversion  of  the  property  to 
condominium  units,  an  analysis  of  the 
discounted  cash  flow  from  anticipated 
sales  of  condominium  units  each  year, 
after  deducting  all  costs  such  as 
marketing,  management,  utilities  and 
other  expenses  of  vacant  units,  over  a 
specified  period  of  time,  would  be  the 
most  applicable  appraisal  tool  for  this 
purpose. 

HUD  Response:  With  respect  to 
appraisal  of  multifamily  rental 
properties,  the  Department  believes  that 
the  projections  of  diange  each  year  in 
the  estimates  of  income,  occupancy, 
expense,  and  net  operating  income  over 
an  extended  holding  period  to  be  too 
uncertain.  The  last  year’s  net  operating 
income  (which  has  been  greatly 
expanded  by  the  projections]  is  then 
capitalized  (usually  with  an  overall  rate) 
into  a  disposition  price  for  the  property 
and  the  profit  fiom  this  sale  is  included 
in  the  net  operating  income  for  that  year. 
The  income  fiom  each  year  is  then 
discounted  back  to  its  present  value  at 
an  appropriate  interest  or  discount  rate 
so  that  the  income  fiom  that  year 
contributes  to  the  total  present  value 
only  the  discounted  amount. 

It  is  not  the  mathematics  of  the 
discounting  process  to  which  the 
Department  objects,  but  the  extensive 
period  of  time  over  which  projections 
are  made  and  the  projections,  per  se. 
give  us  concern.  If  the  original  estimates 
of  income  and  expenses,  as  of  the  date 
of  the  appraisal,  are  properly  based  on 
comparable  data  they  may  1^  very  good, 
but  the  projections  for  ea^  successive 
year’s  income  and  expense  over  the 
holding  period  are  much  less  likely  to  be 
accurate  enough  to  include  the  profit 
from  a  sale  price  in  the  last  year,  so  that 
the  discounted  amount  of  returns  fitun 
each  year  of  the  holding  period  may  be 
relied  on  to  indicate  a  value  which  will 
meet  a  criteria  of  soundness. 

If  the  appraiser  estimates  a  yearly 
increase  of  five  percent  in  income  and 
expenses  for  a  ten-year  holding  period, 
the  payments  on  the  mortgage  permitted 
by  this  discounted  cash  flow  valuation 
can  be  substantially  more  than  the  net 
operating  income  of  the  property,  as 
found  in  the  original  comparable  data. 
This  is  not  acceptable  to  the  Department 
because  it  results  In  a  present  value  of 
the  property  that  is  greater  than  can  be 
supported  by  the  current  income  based 


on  comparable  properties  at  date  of 
appraisal 

fii  reply  to  the  comment  concerning 
the  use  of  first-year  income,  we  wish  to 
emphasize  that  the  first-year  income 
stream  and  occupancy  would  not  be 
used.  Instead,  the  Guidelines  require 
that  the  rents  shown  by  the  data  to  be 
currently  obtainable  would  be 
multiplied  by  a  stabilized  occupancy 
rate  which  is  expected  to  follow  the 
period  of  tenant  transformation.  ’Thus, 
the  value  found  for  the  Extension 
Preservation  Value  (before  deductions) 
would  reflect  a  stabilized  occupancy 
rate  of,  perhaps,  93  percent. 

However,  to  get  the  “as  is"  present 
value  of  the  property  for  this  maricet 
rental  property  use,  several  items  must 
be  subtracted.  One  of  these  items  is  the 
loss  of  rental  income  below  the 
stabilized  occupancy  rate  during  the 
period  of  tenant  transition.  *rhe  total 
costs  of  the  conversion  period  shall  be 
discounted  at  a  discount  rate  equal  to 
the  local  prevailing  interest  rate  on 
savings  accounts  in  depository 
institutions,  and  payments  from  these 
discounted  conversion  costs  shall  be 
assumed  to  be  made  at  least  annually, 
or  more  fiequently,  when  computing  the 
discounted  present  value  of  conversion 
costs.  The  Department  considers  this 
rate  reasonable  and  realistic  in  view  of 
the  need  for  the  ready  availability  of 
these  funds. 

The  Department  agrees  with  the 
comment  concerning  conversion  to 
condominiiun  units.  Accordingly,  the 
guidelines  have  been  revised  to  provide 
that  the  discounting  technique  may  be 
used  to  value  Transfer  Preservation 
Value  as  a  condominium,  where  there  is 
a  market  for  condominium  units  and  the 
value  of  the  subject  condominium  units 
is  supported  by  comparable 
condominium  unit  s^es,  less  all  costs 
and  expenses,  to  be  made  each  year 
over  a  selling  period  not  to  exceed  two 
or  three  years. 

As  discussed  under  the  non- 
coterminous  contract  response 
elsewhere  in  this  document,  the  dollar 
amounts  reflecting  the  present  value  of 
monies  to  be  lost  or  received  at  a  future 
day  may  be  subtracted  as  a  conversion 
period  cost. 

24.  Relevant  Local  Market  Study 

— A  commenter  remarked  that  the 
proposed  guidelines  were  not  entirely 
clear  regarding  the  purpose  of  the 
relevant  local  mmket  study.  The 
guidelines  should  state,  the 
commenter  said,  that  the  relevant 
local  market  study  is  conducted  by 
HUD’S  appraisers  as  a  USPAP 
supplementary  schedule  that  is 
provided  solely  for  the  purpose  of  the. 


Federal  Cost  Limit  test  and  that  the 
two  appraisers,  for  valuation 
purposes,  should  use  whatever 
comparables  and  whatever  similar 
markets  their  professional  judgment 
leads  them  to  conclude  are 
appropriate. 

HUD  Response;  'The  comment 
coincides  with  the  Department’s 
position.  The  /^prais^  Guidelines  have 
been  clarified,  at  Section  7..  to  state  that 
position. 

Additional  Changes  in  Final  Appraisal 
Guidelines  not  Described  in  the  HUD 
Responses  to  Public  Comments 

In  addition  to  the  revisions  to  the 
earlier  guidelines  already  noted  as  part 
of  HUD  responses  to  public  comments, 
the  Department  has  independently 
reassessed  its  original  draft  and  is 
making  the  following  revisions  in  this 
final  draft: 

1.  Section  5.F.(3)  of  the  final  guidelines 
sets  out  a  “Summation  Approach”  to 
determining  value  which  may  be  used  in 
addition  to  the  other  approaches 
outlined  where  the  appraiser  considers 
it  to  be  appropriate. 

2.  Section  5.F.(4)  provides  that,  in  the 
correlation  of  value,  any  undepreciated 
summation  approach  shall  serve  only  as 
a  final  upper  limit  to  the  correlated 
value. 

Procedural  Matters 

Executive  Order  12606,  The  Family 

The  General  Counsel  as  the 
Designated  Official  under  Executive 
Order  12606,  The  Family,  has 
determined  that  this  issuance  would  not 
have  potential  for  significant  impact  oi 
family  formation,  maintenance,  and 
general  well-being,  and,  thus,  is  not 
subject  to  review  under  the  Order.  Hie 
guidelines  would  be  used  as  an  adjunct 
to  regulations  Implementing  the  Low 
Income  Housing  and  Resident 
Homeownership  Act  of  1990 — legislation 
designed  to  preserve  and  enhance 
housing  opportunities  for  lower  income 
families. 

Executive  Order  12612,  Federalism 

The  General  Counsel  as  the 
Designated  Official  under  section  6(a)  of 
Executive  Order  12612,  Federalism,  has 
determined  that  the  policies  contained 
in  these  guidelines  will  not  have 
federalism  implications  when 
implemented  and.  thus,  are  not  subject 
to  review  under  the  Order.  These 
guidelines  do  not  change  in  any  way 
existing  relationships  between  HUD,  the 
States,  or  local  governments. 


- 
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Semiannual  Agenda 

This  document  was  listed  as  item 
number  1411  on  the  Semiannual  Agenda 
of  Regulations  published  on  October  21. 
1991  (56  FR  53380,  53410). 

Accordingly,  Hnal  guidelines  for 
Determining  Appraisals  of  Preservation 
Value  Under  the  Low-Income  Housing 
Preservation  and  Resident 
Homeownership  Act  of  1990  are 
published  immediately  following  this 
Notice. 

Dated  May  1, 1992. 

Arthur ).  Hill, 

Assistant  Secretary  for  Housing — Federal 
Housing  Commissioner. 

Appraisal  Guidelines  Low  Income 
Housing  Preservation  and  Resident 
Homeownership  Act  of  1990 

1.  Overview 
A.  Backgroimd 

In  the  late  1960s  and  early  1970s, 
several  thousand  low-income 
multifamily  projects  were  built  with 
mortgages  insured  or  assisted  under 
sections  221(d)(3]  and  236  of  the 
National  Housing  Act.  Over  the  next  15 
years,  limited  dividend  sponsors  of 
360,000  units  of  this  housing  stock  will 
become  eligible  to  prepay  Aeir  mortgage 
loans  and  convert  their  properties  to 
market  rate  housing  or  other  purposes. 
This  eligibility  stems  from  the  terms  of 
the  mortgage  note  signed  at  the  loan 
closing,  and  the  appbcabie  program 
regulations  in  effect  at  the  time  the 
properties  were  built.  Owners  were 
allowed  to  prepay  their  40-year 
mortgages  without  HUD’s  consent  after 
20  years.  The  majority  of  the  eligible 
projects  were  built  in  the  early  1970s,  so 
most  of  the  20-year  prepayment 
prohibition  terms  will  be  expiring  in  the 
near  future. 

Considerable  concern  has  been  raised 
about  owners  exercising  their  option  to 
prepay  the  mortgages  because  this 
action  has  the  effect  of  terminating  the 
HUD-imposed  affordability  restrictions 
which  ensure  that  the  project  is 
maintained  for  very  low,  low-  and 
moderate-income  tenants.  In  response  to 
this  concern,  Congress  enacted 
legislation  in  1987  that  placed 
constraints  on  an  owner's  right  of 
prepayment  and  created  incentives  to 
encourage  owners  either  to  retain  the 
low-income  affordability  restrictions  in 
exchange  for  receiving  a  greater  return 
on  their  investment,  or  to  transfer  the 
property  to  purchasers  who  would  agree 
to  retain  the  low-income  affordability 
restrictions. 

The  1987  legislation  was  intended  to 
be  a  temporary  measure  until  a 
permanent  program  for  the  preservation 


of  the  housing  was  developed.  The  Low- 
Income  Housing  Preservation  and 
Resident  Homeownership  Act  of  1990 
(UHPRHA),  implemented  in  rules  at  24 
CFR  part  248,  subpart  B,  provides 
permanent  authority  to  deal  with  HUD- 
assisted  projects  where  owners  have  the 
option  of  prepaying  their  mortgage 
loans. 

Under  UHPRHA,  the  basic  objectives 
are  to  assure  that  most  of  die 
"prepayment”  inventory  remains 
affordable  to  low-income  households 
and  to  provide  opportunities  for  tenants 
to  become  homeowners,  while  at  the 
same  time  fairly  compensating  owners 
for  the  value  of  their  properties.  The 
1990  Act  provides  authority  under  very 
specific  and  limited  circumstances,  for 
owners  to  prepay  their  mortgages. 

B.  Preservation  Process 

The  preservation  process  begins, 
under  the  1990  Act,  when  an  owner  of  a 
project  eligible  to  prepay  a  mortgage 
fries  a  Notice  of  Intent.  Appraisals  are 
required  if  an  owner  requests  incentives 
in  exchange  for  extending  low-income 
affordability  restrictions  or  seeks  to  sell 
the  project  to  a  purchaser  who  will 
agree  to  extend  the  low-income 
affordability  restrictions.  The  one 
category  of  purchaser  to  which  the 
extension  of  low-income  affordability 
restrictions  does  not  apply  is  resident 
councils  who  are  purchasing  the 
property  for  conversion  to 
homeownership.  The  appraisals’ 
estimates  of  value  will  be  the  basis  of 
any  incentives  for  an  owner  seeking  to 
retain  a  project  and  establish  the 
maximum  sales  price  for  an  owner 
seeking  to  sell  a  project.  Accordingly, 
the  owner  and  HUD  will  separately  hire 
independent  appraisers  to  determine  the 
proiect's  “as-is"  values. 

In  the  case  of  an  owner  seeking  to 
retain  a  project,  the  basis  of  any 
incentives  is  em  appraisal  of  a  project’s 
extension  preservation  value,  i.e.,  its  fair 
market  value  as  unsubsidized  market 
rate  multifamily  rental  housing  reflecting 
all  repair  and  conversion  costs  needed 
to  achieve  the  net  income  used  in  the 
analysis. 

In  the  case  of  an  owner  seeking  to  sell 
a  project,  the  maximum  sales  price  will 
be  the  project's  transfer  preservation 
value,  i.e..  its  fair  market  value  at  its 
highest  and  best  use,  reflecting  all  costs 
related  to  the  conversion  to  its  highest 
and  best  use. 

Thus,  both  the  extension  and  transfer 
preservation  values  measure  the  “as-is” 
value  of  the  property,  rather  than  the 
potential  value  of  the  property  fixed-up. 

Since  owners  have  the  option  of 
modifying  their  initial  decision  and 
seeking  to  sell  their  project  rather  than 


requesting  incentives  (and  vice  versa], 
each  appraiser  will  be  required  to 
determine  both  the  project’s  extension 
preservation  value  and  its  transfer 
preservation  value.  It  is  expected  that  in 
many  cases,  a  property  will  not  have  a 
higher  and  better  use  than  unsubsidized 
market  rate  residential  rental  property. 

The  value  deterininations  prepared  by 
each  appraiser  will  be  reviewed  by  HUD 
and  the  owner.  Once  the  appraisals 
have  been  reviewed  and  amended  by 
the  appraisers,  HUD  and  the  owner  will, 
if  necessary,  attempt  to  reach  a 
reconciliation.  If  that  is  not  possible 
within  a  five  percent  leeway,  a  third 
appraiser  will  be  jointly  hired  and 
compensated  by  HUD  and  the  owner,  to 
perform  an  independent  third  appraisal 
binding  on  both  parties. 

C.  Appraisal  Time  Frames  and  Review 

The  appraisers  must  submit  their 
appraisals,  within  four  months  after  the 
date  of  receipt  of  the  owner’s  Notice  of 
Intent,  to  HUD  and  the  owner, 
respectively.  The  appraisals  must 
conform  to  the  Uniform  Standards  of 
Professional  Appraisal  Practice  (USPAP) 
as  modified  by  diese  Appraisal 
Guidelines.  Their  reports  will  be  subject 
to  review  and  considtation  by  HUD  staff 
and  the  owner.  The  review  will  ensine 
that  the  guidelines  have  been  followed 
and  that  all  pertinent  data  has  been 
considered  and  properly  applied  in  both 
appraisals.  Amendments  resulting  fr*om 
the  review  and  consultation  may  also  be 
requested  of  the  appraisers.  The  review 
will  address  appraisal  defrciencies,  such 
as  inadequate  support  for  conclusions, 
lack  of  a^erence  to  these  guidelines, 
inconsistencies,  etc. 

The  appraiser  shall  maintain  the 
appraisal  and  related  records  for  a 
period  of  five  years.  The  third  appraiser 
will  have  two  months  to  complete  an 
independent  third  appraisal  of  the 
property.  The  third  appraiser  will  be 
provided  the  same  information  and 
Appraisal  Guidelines  as  the  first  two 
appraisers. 

The  third  report  will  be  examined  by 
both  HUD  and  the  owner,  and  will  be 
binding  on  both  parties  as  long  as  there 
are  no  inconsistencies  or  other 
defrciencies,  the  appraisal  adheres  to 
these  guidelines,  and  the  conclusions 
are  adequately  supported.  The  third 
appraisal  will  be  subject  to  the  same 
HUD  technical  review  as  the  frrst  two 
appraisals — for  defrciencies  that  impact 
on  its  conclusions — ^before  its 
acceptance  as  the  final  determinate  of 
binding  value. 
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2.  Documentation  to  be  Furnished  the 
Appraisers 

After  veriHcati^  of  the  appraiser's 
qualifications  under  24  CFR  248.111,  the 
HUD  valuation  sta^  will  provide  the 
appraisers  with  the  first  page  of  Form 
HUD-92013.  Application — Project 
Mortgage  Insurance  (which  provides  a 
basic  description  of  the  property);  the 
last  three  years'  financial  statements  of 
the  subject  project;  a  determination  as 
to  wheAer  the  subject  property  has 
been  designate,  or  is  eligible  to  be 
designated,  a  "Historic  Site”  (see 
Section  4.A.  infra);  a  set  of  plans,  if 
available;  and  the  name  of  the  owner's 
contact  person  who  will  provide  access 
to  the  property. 

(The  required  repairs  will  be  provided 
within  60  days  of  the  receipt  of  the 
Notice  of  Intent.) 

The  appraisers  shall  present  their 
written  reports  in  the  standard  narrative 
format  (Ninth  Edition,  The  Appraisal  of 
Real  Estate  (AIREA),  pp.  578  through 
592).  The  appraiser  shall  transcribe 
conclusions  of  extension  preservation 
value  (and,  if  its  highest  and  best  use  is 
as  unsubsidized  market-rate  multifeunily 
rental,  transfer  preservation  value) 
determinations  on  Form  HUD-92284, 
Rental  Housing  Project  Income  Analysis 
and  Ai^raisal,  Sections  A-F,  K-L  and 
O.  (A  copy  of  the  form,  and  instructions 
on  its  completion,  will  be  furnished  to 
the  appraiser  at  the  time  of  assignment.) 
Additionally,  the  rental  and  expense 
analyses  shall  be  performed  on  Forms 
HUD-92273,  Estimates  of  Maricet  Rent 
by  Comparison  and  Form  HUD-92274. 
Operating  Expense  Analysis  Worksheet, 
respectively.  (These  forms  and  their 
instructions  vdll  also  be  famished.) 
Estimates  must  be  based  on  comparable 
market  data.  Any  paucity  of  data  must 
be  addressed  and  fully  documented  as 
part  of  the  appraisal  report.  (With 
reference  to  the  several  forms 
mentioned  in  this  paragraph,  the 
Department  has  requested  that  OMB 
extend  the  expiration  date  for  its 
previous  approval,  under  the  Paperwork 
Reduction  Act  of  the  use  of  these  forms 
and  to  revise  the  uses  of  the  forms  to 
include  their  use  in  connection  with  the 
Preservation  Program,  as  described  in 
these  guidelines.) 

3.  Definitions 

A.  In  General 

The  terms  “reserves  for 
replacements",  "federally-assisted 
mortgage",  “prepayment",  and  “relevant 
local  market”,  as  used  in  these 
guidelines,  shall  have  the  same  meaning 
as  those  terms  have  in  24  CFR  part  248. 
(See  definitions  at  24  CFR  248.101,  57  FR 
11992. 12042,  April  8. 1992.) 


B.  Extension  Preservation  Value  is  the 
Fair  Market  Value  of  the  housing  based 
on  the  property's  highest  and  best  use  as 
an  unsubsidized  market-rate  residential 
rental  property.  The  value  will  reflect 
the  deduction  of  all  improvement,  repair 
and  conversion  costs  that  apply  to  that 
conversion  use  in  the  local  maricetplace; 

C.  Transfer  preservation  value  is  the 
Fair  Market  Value  of  the  housing  based 
on  the  property's  highest  and  best  use 
(residential  or  nonresidential).  The 
value  will  reflect  the  deduction  of  all 
improvement  repair  and  conversion 
costs  that  apply  to  that  conversion  use 
in  the  local  marketplace. 

For  further  clarification: 

Fair  Market  Value  "AS-IS",  reflects 
not  only  the  property's  value  after 
conversion  to  a  higher  or  better 
alternate  use  but  also  the  subtraction  of 
the  net  conversion  and  transition  costs 
required  to  achieve  that  use.  The 
Department  expects  that  appraisers  will 
determine  fair  market  value  “AS-IS”  by 
developing  an  estimate  of  the  property's 
value,  after  conversion,  and  then 
deducting  all  transition  and  conversion 
costs  from  that  value. 

The  extension  and  transfer 
preservation  value  determinations  will 
also  reflect  the  following  assumptions: 

•  Existing  Federal  low-income 
restrictions  have  been  removed  (with 
the  exception  of  Section  8  contracts 
which  will  still  be  in  effect  during  the 
conversion  period): 

•  Environmental  and  historic 
preservation  requirements  will  remain 
intact  and  must  be  considered  by  the 
appraiser. 

•  Repayment  of  the  existing  assisted 
mortgage(s)  has  been  accompli^ed; 

•  'The  pl^  of  conversion  complies 
with  prevailing  laws  and  relevant 
requiienmnts  (State  and  local); 

•  The  value  will  reflect  an  amount 
that  will  permit  a  return  expected  in  the 
market  by  a  knowledgeable 
entrepreneur  typically  participating  in 
such  undertakings; 

•  There  has  b^n  completed  an 
analysis  and  estimate  of  the  costs 
associated  with  the  repair  and 
conversion  to  hipest  and  best  use,  and 
as  market  rate  rental  bousing;  and 

•  The  value  will  be  as  of  ^e  effective 
date  of  die  appraisal 

4.  Additional  Appraisal  Assumptions 

A.  Properties  With  Non-Federal  Use 
Agreements  or  Historic  Preservation 
Requirements 

In  some  cases,  the  appraisals  will  be 
affected  by  the  presence  of  an 
underlying  proj^t-specific  use 
agreement  other  dian  the  HUD  program 
under  which  the  property  is  insured  or 


assisted.  These  project-specific 
agreements  may  be  vague  and, 
therefore,  must  be  properly  interpreted. 
The  appraisers  may  seek  legal  advice 
fitim  HUD  Field  Office  Counsel  on  such 
restrictions  and  their  impact  on  the 
appraisal 

For  example,  a  typical  non-HUD 
agreement  accompanying  a  tax 
abatement  might  include  only  general 
reference  to  continued  use  of  the 
property  for  low-  and  moderate-income 
tenants.  This  could  be  for  a  40-year 
term,  or  by  inference,  continued  use  in  a 
manner  consistent  with  the  housing 
program  under  which  the  project  was 
originally  financed  by  a  State  or  local 
housing  agency.  It  is  the  appraiser's 
responsibility,  as  part  of  the  appraisal 
assignment  to  explore  whether  the 
property  has  any  such  agreements. 

The  appraisals  should  be  based  on  the 
assumption  that  the  project-based  use 
restriction  would  allow  rent  and  income 
eligibility  to  rise  to  the  maximum  levels 
allowed  by  the  non-HUD  requirements. 

Properties  that  are  designated  as 
Historic  Sites  or  in  the  process  of  being 
designated  as  Historic  Sites  must  meet 
certain  special  requirements,  sudi  as 
keeping  the  exterior  of  the  structures  as 
originally  constructed,  etc.  HUD  will 
inform  the  appraisers  very  early  in  the 
process  if  a  particular  property  falls  into 
this  category  by  providing  a 
determination  at  the  assignment  of  the 
case.  The  appraisal  report  must  discuss 
such  requirements  to  the  extent 
necessary  to  determine  the  impact  on 
market  value,  and  cost  of  compliance,  if 
any, 

B.  Properties  Subject  to  Rent  Control 

The  appraisals  will  be  affected  by  the 
requirements  of  rent  control,  if 
applicable.  Section  232(b)  of  LIHH(HA 
indicates  that  certain  State  and  local 
laws  are  not  preempted  by  the  statute, 
to  the  extent  that  these  laws  are  “not 
inconsistent  with  the  provisions  of  this 
subtitle  and  relating  to  building 
standards,  zoning  limitations,  rent 
control  *  *  *  to  the  extent  such  law  or 
regulation  is  of  general  applicability  to 
both  housing  receiving  Fe^ral 
assistance  and  non-assisted  housing." 
For  these  properties,  the  impact  of  ^e 
ordinance  on  a  particular  property  is 
complex  and  could  be  affected  by  a 
number  of  project-specific  factors  such 
as: 

1.  The  level  of  rehabilitation  planned 
(possible  groimds  for  application  of  full 
exemption  fiom  the  ordinance); 

2.  The  number  of  units  that  have  been 
voluntarily  vacated  (ability  to  increase 
rents  for  such  units);  and 
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3.  Any  other  rent  control  requirements 
peculiar  to  the  subject  locality  and 
property. 

It  is  the  appraiser's  responsibility  to 
explore  fully  and  reflect  the  eflect  rent 
control  would  have  on  the  unsubsidized 
value  in  establishing  the  assumptions 
for  the  appraisals  for  a  specific  property. 
The  appraiser  is  also  responsible  for 
justifying  the  assumptions  for  the 
property  regarding  rent  control.  Such 
assumptions  must  be  supported  by  all 
necessary  data.  The  appraisers  must 
seek  other  professional  opinions  as 
needed  and  document  their  reports 
accordingly.  In  summary,  the  objective 
of  this  appraisal  is  to  approximate  the 
value  that  the  unregulated  property 
would  command  in  the  ma^et  place  in 
the  absence  of  any  Federal 
participation,  but  not  excluding  legal 
requirements  such  as  rent  control. 

C.  Other  Local  Requirements 

Section  232(a)  of  LiHPRHA  states 
that,  in  gener^  no  State  or  political 
subdivision  of  a  State  may  establish, 
continue  in  effect  or  enforce  any  law  or 
regulation  that — 

“(1)  restricts  or  inhibits  the 
prepayment  of  any  mortgage  *  *  *  on 
eli^ble  low  Income  housing: 

“(2)  restricts  or  inhibits  an  owner  of 
such  housing  from  receiving  the 
authorized  annual  return  provided  under 
section  214: 

*^3)  is  inconsistent  with  the  provision 
of  this  subtitle,  including  any  law, 
regulation,  or  other  restriction  that  limits 
or  impairs  the  ability  of  the  owner  of 
eligible  low  income  housing  to  receive 
incentives  authorized  *  *  *;  or 

“(4)  in  Its  applicability  to  low-income 
housing  is  limited  only  to  eligible  low- 
income  housing  for  which  the  owner  has 
prepaid  the  mortgage  or  terminated  the 
insurance  contract 

Any  law,  regulation,  or  restriction 
described  under  paragraph  (1),  (2),  (3),  or 
(4)  shall  be  ineffective  and  any  eligible 
low-income  housing  exempt  from  the 
law,  regulation,  or  restriction,  only  to 
the  extent  that  it  violates  the  provisions 
of  this  subsection. 

Section  232(b)  provides: 

(b)  Effect— This  section  shall  not  prevent 
the  estabtidunent  continuing  in  effect,  or 
enforcement  of  any  law  or  regulation  of  any 
State  or  political  subdivision  of  a  State  not 
Inconsistent  with  the  provisions  of  this 
subtitle  iuid  relating  to  building  standards, 
zoning  limitatioas,  health,  safety,  or 
habitability  standards  for  housing,  rent 
control,  or  conversion  of  rental  housing  to 
condominium  or  cooperative  oumership,  to 
the  extent  sudi  law  or  regulation  is  of  general 
applicability  to  both  housing  receiving 
Federal  assistance  and  nonassisted  hou^ng. 
This  section  shall  not  preempt  annul,  or  alter 
any  contractual  restriction  or  obligations 


existing  before  the  date  of  the  enactment  of 
the  Cr^ston-Gonzalez  National  Affordable 
Housing  Act  that  prevent  or  limit  an  owner  of 
eligible  low-income  housing  from  prepaying 
the  mortgage  on  the  housing  (or  terminating 
the  insurance  contract  on  the  housing). 

In  accordance  with  the  quoted 
provisions,  any  law  that  is  encompassed 
by  section  232(a]  of  LIHPRHA,  as 
determined  by  HUD,  shall  not  be 
considered  when  determining  the 
preservation  vcdue  of  the  property.  (For 
a  more  detailed  discussion  of  this  issue, 
the  preambles  to  the  proposed  and 
interim  rules  implementing  LIHPRHA 
should  be  constdted.  See  the  proposed 
rule  at  56  FR  20262,  20265  (May  2. 1991) 
and  the  interim  rule  at  57  FR  11992 
(April  8, 1992).) 

If  an  appraiser  has  any  questions 
regarding  whether  a  State  or  local  law  is 
subject  to  section  232  of  LIHPRHA.  the 
appraiser  should  submit  the  questions  to 
the  HUD  Field  Office  Counsel  in  the 
area  where  the  property  is  located.  Field 
Office  Counsel  will  then  determine 
whether  the  law  in  question  is 
preenq)ted  under  LIHPRHA,  and  will 
provids  both  appraisers  with  a  written 
opinion  stating  wheffier  or  not  the 
questioned  law  should  be  considered  in 
determining  the  value  of  the  property. 
Field  Office  Counsel  opinions  should  be 
attached  to  the  appraisal  reports  as 
documentation  of  HUD’s  decision. 

5.  Extension  Preservation  Value 

In  estimating  the  extension 
preservation  value,  the  appraiser  must 
as8\une  that  the  property  ^1  be 
rehabilitated  to  a  market  quality 
standard  through  Improvements  that 
will  enable  it  to  attract  and  sustain  the 
assumed  nnsubsidized  market  rate 
tenancy  upon  conversion,  with  rental 
estimates  used  to  support  that 
assumption  commensurate  with  what 
that  user  group  would  be  willing  to  pay. 
The  appraiser  should  also  give 
consideration  to  the  effect  on  value  of 
the  property  if  the  property  has 
environmental  problems,  e.g.,  lead- 
based  paint,  asbestos,  as  compared  to  a 
like  property  without  the  same 
environmental  problems.  In  this 
connection,  the  appraiser  will  need  to 
assess: 

A.  The  improvements  necessary  to 
bring  the  property  up  to  a  quality 
standard  needed  to  attract  the  assumed 
unsubsidized  market  rate  tenants.  This 
is  over  and  above  the  repairs  and  costs 
that  may  be  required  by  the  HUD  work 
write-up  to  bring  the  property  up  to  a 
good  condition.  (See  section  5J3.,  below). 

These  improvements  can  be 
characterized  as  hypotheticaL  with  the 
exception  of  operational/energy 
upgrades,  since  they  would  be 


considered  only  for  the  purpose  of 
estimating  the  Extension  Preservation 
Value  and  would  not  in  all  likelihood 
occur.  The  appraiser  shall  devel(^  a  list 
of  these  improvements  and  their 
associated  cost  and  make  it  pcirt  of  the 
r^)orL 

Following  is  a  partial  list  of 
hypothetic^  «q>grading  items  that  could 
be  required  to  attract  unsubsidized 
market  occupancy: 

1.  Common  area  carpeting  and 
upgrading: 

2.  Innovation  of  kitchens  and 
bathrooms  to  a  greater  extent  than  for 
subsidized  housing: 

3.  Addition  of  swimming  pool  hot-tub, 
exercise  room,  sauna,  etc; 

4.  Upgraded  landscapii^ 

5.  Upgraded  appliances: 

6.  Upgraded  exterior  refurbishing: 

7.  Addition  of  dishwashers,  washers  and 
dryers  in  units  including  the  electrical 
or  plumbing  associated  with  such 
additions;  and 

8.  Energy  saving  conservation  measures 

such  as: 

(a)  Individual  metering  of  utilities: 

(b)  Double  pane  windows. 

The  importance  of  adequately 

defining  and  estimating  the  cost  of  these 
improvements  cannot  be  overstated.  The 
appraiser,  in  particular,  must  provide 
adequate  support  for  the  cost  and  a 
cost-benefit  analysis  of  these  upgrading 
improvements.  Energy  saving  measures 
such  as  individual  metering,  thermopane 
windows,  and  increased  insulation  are 
classified  under  hypothetical  upgrades 
but  may  be  included  in  the  calculation 
of  preservation  rent  Great  care  should 
be  taken  to  ensure  that  any  operational/ 
energy  upgrade  is  not  also  included  in 
the  requir^  repair  category,  lest  it  be 
double-counted  The  appraiser  will 
include  in  his/her  estimate  of  cost  for 
items  of  improvement  which  are 
upgrades,  e.g.,  appliances,  only  the 
difference  in  cost  between  the  upgrade 
and  the  lesser-quality  improvement 
This  assumes  that  the  required  repairs 
include  the  replacement  of  the 
appliance,  e.g.,  a  refrigerator,  that  the 
appraiser  considered  needed  to  be 
upgraded  If  the  refrigerator  was  not 
included  in  the  requi^  repairs,  only  the 
salvage  value,  if  any.  of  the  existing 
refrigerator  may  be  considered  in  this 
analysis.  The  appraiser  should  also  give 
consideration,  in  his  or  her  operational/ 
energy  upgrade  estimate,  to  die  effect  on 
value  of  the  property  if  the  property  has 
environmental  problems,  e.g.,  lead- 
based  paint  or  asbestos,  as  compared  to 
a  like  property  without  these 
environment^  problems.  The  appraiser 
may  receive  assistance,  aside  from  his 
or  her  own  data  sources,  from  the 
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appropriate  State  agency,  as  determined 
by  the  Secretary,  or  from  other  reliable 
sources.  The  local  HUD  Office  can 
provide  information  concerning  the 
appropriate  State  agency. 

B.  Repairs  needed  to  restore  the 
project  to  its  original  physical  standards 
for  occupancy.  Original  physical 
standards  for  occupancy  do  not  mean 
that  the  project  will  be  returned  to  an 
“as  new”  or  mint  condition,  but  that  the 
property  will  meet  local  codes  and  the 
same  "good”  condition  standard  as 
competitive  projects  in  the  market  area. 
HUD  will  provide  to  the  appraisers  a  list 
of  required  repairs  that  will  reflect  only 
those  repairs  that  an  owner  would 
encounter  in  the  conventional 
marketplace  to  bring  the  property  up  to 
a  “good”  condition. 

Note:  The  regulatory  repair  requirements 
noted  below,  sudi  as  lead-based  paint, 
asbestos  hazard  abatement,  and  section  504 
compliance,  will  not  be  included  on  this  list 
unless  there  is  a  requirement  of  the  local 
jurisdiction,  or  unless  there  is  a  reasonable 
expectation  that  local  practice  would  demand 
them. 

HUD  will  provide,  30  days  after  the 
Notice  of  Intent,  these  Appraisal 
Guidelines  to  its  appraiser  and  to  the 
owner.  The  owner  will  be  provided  a 
date  for  a  joint  inspection  of  the 
property  for  the  purpose  of  determining 
the  required  repairs/rehabilitation  and 
their  cost  in  conjunction  with  the  capital 
needs  assessment.  The  capital  needs 
assessment  will  also  include  an  analysis 
of  the  adequacy  of  the  project’s  reserve 
for  replacement  account.  The  owner  will 
forward  to  his  or  her  appraiser  the 
Guidelines  along  with  the  inspection 
date.  In  addition  to  HUD’S  A&E  staff  or 
the  contractor  conducting  the  inspection, 
the  following  will  also  be  invited: 

1.  Owner  or  Owner’s  Representative; 

2.  HDD’s  Loan  Management  staff; 

3.  Representation  of  Local  Code 

Enforcement  body; 

4.  Both  Appraisers  or  their 

Representatives;  and 

5.  A  Tenants’  Representative. 

The  owner  may  present  to  the  HUD 
inspector  or  contractor  any  assessment, 
reports,  and  studies  of  the  repairs  that 
he  or  she  believes  should  be  done.  The 
project’s  tenants  association,  resident 
council,  or  tenants’  representative  may 
provide  any  information  they  wish,  up  to 
the  date  of  inspection.  An  exit 
conference  will  be  held  shortly 
thereafter  to  indicate  preliminarily  the 
required  repairs.  While  all  information 
from  the  above-mentioned  parties  will 
be  considered  by  HUD  in  developing  the 
capital  needs  assessment,  HUD  will  not 
be  bound  to  incorporate  the  information 
into  its  analysis.  HUD  will  provide  to 


the  appraisers,  within  60  days  of  the 
Notice  of  Intent,  the  list  of  required 
repairs/rehabilitation  and  their  cost, 
without  consideration  of  Davis-Bacon 
wage  requirements.  (This  list  will  reflect 
only  the  repairs  required  to  bring  the 
property  up  to  a  “good”  condition,  as 
noted  above.) 

The  appraisers,  in  determining  the 
extension  preservation  value,  will  have 
to  subtract  the  cost  of  improvements 
and  of  the  required  repairs  to  bring  the 
housing’s  present  condition  up  to  the 
quality  standard  necessary  to  attract 
market  rate  tenancy. 

C.  General  Underwriting  Requirements 

The  appraisal  process  establishes 
hypothetical  preservation  values. 
However,  in  actual  fact,  the  property 
will  be  preserved  for  low-income 
occupancy  under  LIHPRHA.  The 
property  will  be  brought  up  to  Housing 
Quality  Standards  as  outlined  in  24  CFR 
886.307.  It  is  noted  that  lead-based  paint 
abatement  (see  24  CFR  part  35]  is  part  of 
24  CFR  886.307.  In  addition,  asbestos 
hazard  abatement  requirements  (see 
titles  29  and  40  of  the  CFR)  will  be 
enforced. 

Additionally,  section  504  of  the 
Rehabilitation  Act  of  1973  and  its 
implementing  regulations  at  24  CFR  part 
8  will  require  the  owner,  depending  on 
the  extent  of  project  repairs  and 
alterations,  to  make  all  altered  elements 
readily  accessible  to  and  usable  by 
individuals  with  handicaps  until  five 
percent  of  the  units  are  readily 
accessible  to  and  usable  by  such 
individuals.  If  substantial  alterations  are 
needed,  an  additional  two  percent  of  the 
units  shall  be  made  accessible  for 
persons  with  hearing  or  vision 
impairments.  Also,  alterations  to 
conunon  areas  or  parts  of  facilities  that 
affect  accessibility  shall,  to  the 
maximum  extent  feasible,  be  made 
accessible  to  and  usable  by  individuals 
with  handicaps. 

All  the  required  costs,  i.e.,  repairs  to 
bring  the  property  up  to  a  good 
condition,  HUD  regulatory  requirements 
(asbestos  hazard  abatement,  lead  based 
paint,  etc.)  and  operational/energy 
upgrades  (individual  metering,  etc.],  will 
be  included  in  the  calculation  of 
preservation  rent.  However,  only  the 
repairs  required  to  bring  the  property  up 
to  a  good  condition  and  the  operational/ 
energy  upgrades  will  be  deducted  from 
the  fair  market  value  to  determine  the 
property’s  preservation  value. 

HUD  will  provide  the  total  capital 
needs  assessment  to  the  owner  four 
months  after  the  Notice  of  Intent. 


D.  Conversion  Period 

The  preservation  properties  will  be 
occupied  by  a  mix  of  households  of  very 
low  income  (incomes  at  or  below  50 
percent  of  median  income  for  the  area], 
low-income  (incomes  above  50  percent 
and  up  to  80  percent  of  median  income 
for  the  area]  and  moderate  income 
(incomes  above  80  percent  and  up  to  95 
percent  of  the  median  income  for  the 
area).  Location  and  economic  conditions 
may  inhibit  attracting  unsubsidized 
market  tenants.  Consequently,  any 
prospective  buyer  or  present  owner  of 
the  property  may  face  obstacles  and 
uncertainties  in  attempting  to  shift  to 
imsubsidized  market  use.  The  extent  of 
these  uncertainties  is  most  evident 
under  a  condominium  conversion 
scenario,  but  is  also  clearly  present  in  a 
scenario  that  proposes  a  substantial 
increase  in  tenant  rents. 

These  factors  will  both  reduce 
revenues  and  add  costs,  especially 
during  the  conversion  period — the 
period  during  which  the  property 
undergoes  transition  from  restricted  use 
to  market  use.  The  following  is  a  non- 
exhaustive  list  of  factors  that  the 
appraisers  must  consider  and  document 
in  their  appraisals: 

1.  Conversion  Period  Revenues 

(a)  The  turnover  and  absorption  rates 
at  which  current  tenants,  unable  to  pay 
market  rents,  will  move  out  and  be 
replaced  by  market  rate  households; 

(b)  Estimated  prevailing  unsubsidized 
market  rents; 

(c)  Estimated  number  of  section  8 
units  whose  contracts  will  extend 
through  all  or  part  of  the  conversion 
period.  Annually,  these  section  8  rents 
will  be  increased  by  the  annual 
adjustment  factor.  The  appraisers  will 
have  to  consider  the  remaining  term  of 
contract,  along  with  the  annual 
adjustment,  liiis  data  will  be  provided 
either  by  the  HUD  Field  Office  or  the 
owner;  and 

(d)  Estimated  revenue  projections  for 
units  that  will  continue  to  have 
occupancy  during  the  conversion  period 
(including  a  plan  that  estimates  the 
phase-in  of  rent  increases  for  tenants 
expected  to  remain  in  the  property 
during  conversion). 

2.  Conversion  Period  Costs  (Other  Than 
Upgrading  or  Required  Repairs) 

(a)  Estimated  income  loss  due  to 
vacancy  from  start  of  repairs  to  point  of 
reaching  sustaining  occupancy; 

(b)  Estimated  legal  costs,  e.g., 
evictions; 

(c)  Estimated  relocation  costs  required 
by  local  law; 
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(d)  Estimated  financing  costs 
associated  with  any  mortgage  that  the 
appraiser  might  assume  in  the 
capitalization  rate: 

(1)  Application  fee: 

(2)  Appraisal  fee; 

(3)  Credit  checks;  and 

(4)  Placement  fee;  aiul 

(e)  Estimated  marketing  program: 

(ij  Leasing  personnel: 

(2)  Model  units;  and 

(3)  Advertising. 

These  revenue/cost  assumptions  for 
the  conversion  period  will  vary  by 
property  in  accordance  with  project 
characteristics,  such  as: 

•  Differential  between  current  project 
rents  and  prevailing  market  rents;  e.g., 
sometimes  rents  on  a  section  8  contract 
may  provide  net  revenue  to  the  project 
and  sometimes  may  result  in  a  net  cost 
The  appraisers  should  document  the 
impact  of  the  section  8  contract  during 
the  conversion  period. 

•  Income  distribution  of  current 
tenants,  e.g.,  greater  ease  of  conversion 
in  properties  with  large  percentage  of 
moderate  vs.  low-income  tenants; 

•  Degree  of  disruption  due  to 
substantial  rehabilitation  of  occupied 
units,  with  additional  costs  of  phasing 
and  on-site/off-site  relocation;  and 

Degree  of  potential  market  resistance 
associated  with  converting  a  project  that 
has  been  occupied  by  subsidized 
tenants  for  many  years  to  an 
unsubsidized  occupancy. 

It  is  expected  that  the  net  effect  of  the 
revenues  and  costs  during  the 
conversion  period  could  represent  a 
significant  ^ustment  in  the 
determination  of  the  extension 
preservation  value  of  the  property  which 
(as  was  noted  in  the  overview)  is  the  as- 
is  value  of  the  property  based  on  the 
assumption  that  the  highest  and  best  use 
of  the  property  is  as  unsubsidized 
market  rate  rental  housing. 

The  appraisers  will  be  required  to 
discount  these  total  net  conversion  costs 
related  to  renting  the  housing  units  to  an 
unsubsidized,  market  rate  tenancy  at  a 
discount  rate  equal  to  the  local 
prevailing  interest  rate  on  savings 
accounts  in  depository  institutions. 
Payments  fiom  these  discounted 
conversion  costs  shall  be  assumed  to  be 
made  at  least  annually,  or  more 
frequently,  when  appraisers  compute  the 
discounted  present  value  of  conversion 
costs  in  their  determination  of  the 
extension  preservation  value:  HUD 
wishes,  however,  to  repeat  that  these 
conversion  and  repair  costs  are  to  be 
reflected  in  the  value  estimation  once, 
and  are  not  to  be  double-deducted.  Also, 
the  assumed  income  group  must  be 
realistic,  relative  to  the  location  and 
t>  pe  of  the  project.  Aside  from  the 


appraisers'  OKvn  sources,  the  appraisers 
may  place  reliance  upon  the  assessment 
of  conversion  costs  determined  by  the 
appropriate  State  agency,  if  that  agency 
has  b^n  approved  by  the  Secretary. 
(Contact  the  local  HUD  Office  for  the 
appropriate  State  agency.) 

E.  Operating  Expense  Estimate 

In  estimating  the  operating  expenses 
when  the  highest  and  best  use  is  as  an 
unsubsidized,  msuicet-rate  rental  project, 
the  appraiser  must  use  the  greater  of 
actueil  project  operating  expenses  at  the 
time  of  the  appraisal  (based  on  the 
average  of  the  actual  project  operating 
expenses  during  the  preceding  three 
years)  or  the  estimated  operating 
expenses  after  conversion,  assuming  a 
typical  long-term  operation  as  maricet 
rate  housing. 

Note:  Owners  will  submit  copies  of  the  last 
three  years  of  financial  statements,  if  not 
already  submitted  to  HUD. 

If  current  year  operating  expenses  are 
higher  than  those  of  the  preceding  three 
years,  the  appraiser  has  made  a 
determination,  subject  to  the 
Commissioner’s  approval,  that  these 
costs  are  unlikely  to  decrease  in  the 
future,  the  appraiser  shall  use  current 
year  operating  expenses,  rather  than 
operating  expenses  for  the  preceding 
three  years,  for  purposes  of  comparison 
with  projected  operating  expenses  after 
conversion. 

Similarly,  if  the  current  year  operating 
expenses  are  lower  than  those  of  the 
preceding  years,  and  the  appraiser  has 
made  a  determination,  subject  to  the 
Commissioner's  approval,  that  these 
costs  are  unlikely  to  increase  in  the 
future,  the  appraiser  again  shall  use 
current  year  operating  expenses,  rather 
than  operating  expenses  for  the 
preceding  three  years,  for  purposes  of 
comparison  with  projected  expenses 
after  conversion. 

The  appraiser,  based  on  the  local 
market  v^i  estimate  what  the  annual 
deposit  to  a  reserve  for  replacement 
should  be  (if  any)  in  the  appraiser's 
projected  expense  estimate,  and 
whether  the  actual  reserve  for 
replacement  amount  should  be  included 
in  the  three-year  test 

The  actual  project  operating  expenses 
should  be  reviewed  carefully  to 
eliminate  extraordinary  and 
nonrecurring  expenses.  HUD-required 
administrative  costs  which  would 
terminate  upon  conversion  to  a  non- 
subsidized  project  should  be  classified 
as  a  nonrecurring  expense.  Items  which 
are  extraordinarily  low  or  high  shotdd 
also  be  identified.  For  example,  an 
identity  of  interest  management  fee.  te.. 
where  the  owner  is  managing  the 


property,  if  other  than  market,  should 
not  be  used. 

The  operating  expense  estimate  shall 
reflect  the  unsubsidized  market  nature 
of  the  tenancy.  For  example,  a 
doorman's  salary  could  be  in  the 
expense  estimate  for  a  conversion  to 
market  tenancy,  but  not  in  the  expense 
estimate  assunring  subsidized 
occupancy. 

F.  Specific  Guidelines 

1.  A  capitalization  rate  based  on 
market  data  is  required.  The 
capitalization  rate  should  reflect 
conventional  market  loan/equity  ratios, 
debt  service  rates,  and  equity  dividend 
rates. 

Equity  dividend  rate  data,  extracted 
from  comparable  unsubsidized 
properties  that  do  not  need  conversion, 
reflects  die  return  on  investment  of 
anticipated  risk  associated  with  the 
transfer  of  an  unsubsidized  multifamily 
property  not  requiring  die  additional 
efiort  and  risk  a  conversion  does. 
However,  in  order  to  convert  to  an 
unsubsidized  market  rate  use  converters 
will  experience  greater  risk. 

Accordingly,  the  additional 
entrepreneurial  return  (perhaps  10  to  20 
percent,  based  on  market  analysis) 
associated  with  conversion  should  be 
reflected  in  the  equity  dividend  rate 
extracted  firom  market  comparables. 

For  example,  a  5%  equity  dividend 
rate  adjusted  to  reflect  a  10%  converter's 
profit  would  be  .05/(1.00  —.10)  =  .05555. 
or  5.56%.  A  6%  equity  dividend  rate 
adjusted  to  reflect  a  20%  converter’s 
profit  would  be  .06/(liX)  —  .20)  =  .075, 
or  7.5  percent  The  equity  dividend  rate 
would  be  combined  with  the  mortgage 
constant  conventionally  available  at  the 
typical  loan  ratio  to  arrive  at  an  overall 
rate. 

Similarly,  when  using  the.  direct 
capitalization  approach,  the  overall 
capitalization  rate  must  be  adjusted.  Of 
course,  if  the  comparables  were 
properties  that  would  require  the  same 
conversion  effort  as  the  subject,  such  an 
adjustment  would  not  be  applicable. 

This  fliust  be  fully  documented  in  the 
report. 

2.  Market  Value  by  Direct  Sales 
Comparison — (to  be  used  if  the 
appraiser  considers  it  necessary). 
Unsubsidized  properties  in  the  projected 
highest  and  best  use  condition  should  be 
used  as  comparables.  Ihis  approach  will 
reflect  the  fair  market  value  after 
completion  of  repairs  or  conversion. 
However,  if  the  market  comparison 
approach  is  determined  by  the 
appraisers  to  be  necessary,  gross 
income  multiplier  (GIM)  or  effective 
gross  income  multiplier  (EGIM)  must 
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also  be  used  in  addition  to  whatever 
market  comparison  technique  is  used  by 
the  appraiser.  Accordingly,  both  a 
market  comparison  and  a  multiplier 
approach  must  be  used  as  part  of  each 
report,  whenever  the  appraiser 
determines  to  use  the  comparison 
approach. 

3.  Summation  Approach — (to  be  used 
if  the  appraiser  considers  it  necessary). 
The  summation  approach,  if  used,  will  ■ 
reflect  the  replacement  cost  of  the 
project  new  in  its  projected  highest  and 
best  use  converted  condition.  (HUD 
does  not  require  the  replacement  cost  to 
be  depreciated.  See  HUD  correlation 
requirement,  below.)  This  instruction  is 
predicated  on  the  fact  that  veuious  kinds 
of  depreciation  are  difficult  to  measure 
and  that  the  total  amoimt  of 
depreciation  of  an  income  property  is 
reflected  in  the  amount  of  income  the 
property  can  produce.  Accordingly,  if 
the  income  is  properly  calculated,  it  will 
be  reflective  of  any  applicable 
depreciation. 

4.  In  the  correlation  of  value,  the 
imdepredated  summation  approach 
shall  serve  only  as  a  final  upper  limit  on 
the  correlated  value.  Since  this  is 
income  property,  it  is  reasonable  to 
expect  that  its  value  will  be  no  higher 
than  its  income  can  support.  However,  if 
the  property’s  replacement  cost,  before 
depreciation,  should  be  less  than  the 
value  indicated  by  capitalization  or 
comparison,  in  no  event  may  the  final 
correlation  of  value  exceed  the 
property’s  replacement  cost  before 
depreciation. 

5.  In  an  income-producing  property, 
normally  in  the  correlation  of  value 
more  weight  will  be  given  the 
capitalization  approach.  A 
capitalization  method  that  employs  a 
discounted  cash  flow  approach  is  not 
acceptable  to  the  Department  (except  as 
discussed  in  Paragraph  6.B.2  of  these 
guidelines). 

6.  The  appraiser  must  assure  that  all 
the  repair  costs,  along  with  the 
conversion  costs,  have  been  properly 
reflected  in  all  the  approaches  to  value. 

7.  In  determining  tihe  occupancy 
percentage  to  be  used  in  the  income 
approach  to  value,  the  appraiser  should 
base  the  estimate  on  market  data 
assuming  a  t3rpical  long  term  operation, 
rather  that  a  first  year  operation.  It 
should  also  reflect  not  only  the  physical 
vacancies  in  the  project,  but  also  bad 
debt  and  collection  costs. 

ft  Transfer  Preservation  Value 

The  transfer  preservation  value  is 
based  on  the  property’s  highest  and  best 
use.  The  value  is  based  on  an  assumed 
conversion  of  the  housing  to  its  highest 
and  best  use,  reflecting  all  rehabilitation 


expenditiires  that  would  be  necessary  to 
convert  to  that  use,  and  properly 
assessing  and  reflecting  all  other  costs 
(conversion)  that  the  owner  could 
reasonably  be  expected  to  incur  if  the 
owner  converted  the  property  to  its 
highest  and  best  use. 

If  the  highest  and  best  use  is  as  a 
market  rate  rental  multifamily  project,  a 
transfer  preservation  value  is  not 
required,  since  that  value  would  have 
been  determined  under  Paragraph  5 
above.  However,  the  appraiser  must 
address  that  consideration  in  the  report. 

Factors  to  be  documented  in 
determining  the  amotmt  of  revenues 
during  the  conversion  period  are  as 
follows: 

•  Estimated  prevailing  market  rent  or 
condominium  unit  prices; 

•  Estimated  absorption  rates  for 
vacant  condominium  units; 

•  Estimated  absorption  rates  for 
commercial  or  other  non-residential  use, 
if  applicable;  and 

•  Estimated  Section  8  units  still  under 
contract  during  the  conversion  period. 

In  addition  to  the  conversion  costs 
listed  under  Paragraph  5.D.2,  the 
following  must  be  documented  by  the 
appraiser 

•  Estimates  of  marketing  and  sales 
costs  (e.g.  commissions,  model  units, 
advertising);  and 

•  Estimates  of  legal  costs,  (e.g. 
condominium  documents). 

A.  Highest  and  Best  Use  Determination 

A  narrative  sufficient  to  document  the 
appraiser’s  determination  of  highest  and 
best  use  must  be  developed.  The 
appraiser  must  be  able  to  demonstrate 
that  the  highest  and  best  use  can  meet 
the  following  criteria  if  it  is  other  than 
the  present  use: 

1.  That  it  is  physically  possible; 

2.  That  it  is  legally  permissible; 

3.  That  it  is  financially  feasible  and; 

4.  That  it  is  maximally  productive. 

Since  these  properties  are  all 

improved  with  multifamily  rental 
structures,  the  appraiser  must  also 
consider  (as  discussed  under  the 
extension  preservation  value)  the 
improvements  and  required  repairs  or  ’ 
demolition  and  conversion  costs 
required  to  arrive  at  the  highest  and  best 
use,  as  appropriate. 

B.  Highest  and  Best  Use:  Cooperative, 
Condominium  or  a  Non-Residential  Use 

1.  Cooperative.  A  cooperative  building 
is  owned  by  a  nonprofit  corporation  or 
trust  in  which  each  owner  of  stock  pays 
a  proportionate  share  of  operating 
expenses  and  debt  service  on  the 
underlying  mortgage,  which  is  paid  by 
the  corporation.  This  share  is  based  on 
the  proportion  of  the  total  stock  owned, 


representing  the  proportionate  value  of 
a  single  apartment  unit.  Each  owner  also 
has,  by  proprietary  lease,  the  right  to 
occupy  a  particular  apartment. 

'The  members  of  a  cooperative  have 
the  common  purpose  of  acquiring 
housing  at  the  most  competitive  coat, 
with  savings  shared  by  members.  The 
best  measure  of  this  competitive 
acquisition  price  for  conversion  to 
cooperative  use  is  its  “as-is"  value  for 
use  as  an  unsubsidized  market  rate 
rental  property.  HUD’s  existing 
procedure  for  underwriting  conversions 
to  cooperative  use  recognizes  this  and 
establishes  the  “as  is”  value  of  the 
property  to  be  converted  as  a  rental 
property  using  unsubsidized  rents.  Since 
this  would  be  based  on  the  supply  of 
other  market  rate  rental  properties,  the 
“as  is”  value  for  conversion  to 
cooperative  use  will  be  its  “as  is”  value 
for  conversion  to  use  as  an  unsubsidized 
market  rate  rental  p’roperty. 

2.  Condominium.  Instead  of 
developing  a  market  rate  rent,  the 
appraiser  will  develop  values  for  each 
imit,  based  on  sales  prices  of 
comparable  units  in  the  marketplace. 
The  Uniform  Residential  Appraisal 
Report  (URAR)  will  be  used  to  develop 
the  value  for  each  unit  type  and  size. 
The  appraiser  will  develop  a  sales  price 
estimate  for  each  imit  reflecting  its  type, 
size,  location  or  any  other  discernible 
differences  to  which  the  market  will 
react. 

'The  most  applicable  capitalization 
approach  in  this  scenario  is  a 
discounting  technique  applied  to  each 
year  over  a  selling  period  not  to  exceed 
two  or  three  years.  This  technique 
always  assumes  that  the  values  of  the 
condominium  units  are  properly 
estimated.  In  arriving  at  the  “as-is" 
value,  upgrading  repairs  must  be  in 
concert  with  the  needs  of  the  assumed 
condominium  purchaser. 

3.  Non-Residential  use.  If  non- 
residential  use  is  determined  to  be  the 
highest  and  best  use,  all  costs  of  repairs 
or  demolition  and  conversion,  including 
holding  cost  and  profit,  must  be 
subtracted  from  the  estimated  market 
value  for  that  use  to  determine  the 
transfer  preservation  value  based  on 
that  use. 

7.  Relevant  Local  Market  Study 

In  every  case,  the  HUD  contract 
appraiser  (not  the  owner’s  appraiser  or 
third  appraiser,  if  required)  will  prepare 
a  rental  study  on  Forms  HUD-92273, 
Estimates  of  Market  Rent  by 
Comparison,  indicating  the  prevailing 
unsubsidized  rents  for  the  relevant  local 
market  area.  Market  Area  is  defined  to 
be  a  geographic  area  in  which 


alternative,  similar  properties  effectively  the  relevant  local  market  area,  or  if  demographic  and  market  characteristics, 
compete  with  the  subject  properties  in  comparables  are  not  found,  a  similar  If  there  are  no  comparables  in  the 

the  minds  of  probable,  potential  market  area  having  the  same  relevant  local  market  area  or 

purchasers  and  users.  Such  an  area  shall  demographic  and  market  characteristics  noncontiguous  areas,  the  appraiser  will 

be  smaller  than  a  market  area  in  which  properties  would  effectively  so  document  in  the  report 

established  by  the  Cotmnissioner  for  compete  with  the  subject  property  in  the  in  a  norunetropolitan  or  a 
purposes  of  determining  the  Section  8  minds  of  probable,  potential  users.  metropolitan  area,  if  there  is  a  lack  of 

existing  fair  market  rent.  These  The  HUD  valuation  personnel  will  comparables  of  a  certain  unit  type,  e.g., 

unsubsidized  rents  will  assist  HUD  in  its  adjust  the  rents  to  reflect  the  total  fnj.  market-rate  four  bedroom  units,  the 

determination  of  the  prevailing  rents  in  charge  to  the  tenants,  including  tenant-  appraiser  either  may  make  adjustments 

the  Relevant  Local  Market  in  connecUon  paid  items  such  as  utilities.  by  extrapolation  to  the  three-bedroom 

with  matters  unrelated  to  the  appraisers’  In  a  nonmetropolitan  ^a.  if  there  is  a  comparables,  or  may  provide  his  or  her 
value  determination.  lack  of  comparable  unsubsidized  rationale  and  documentation  for 

The  appraiser,  in  estimating  value,  multifaimly  projects  in  the  same  developing  the  market  rent  for  the  unit 

may  use  rent  comparables  that  he  or  she  geographic  locality,  the  appraiser  may  ^ 

believes  are  appropriate.  use  comparables  from  noncontiguous  ’  r 

In  this  rent  study,  the  unsubsidized  localities,  as  long  as  they  are  in  the  PR  Doc-  92-10007  Piled  5-7-02;  8:45  amj 

rent  comparables  used  must  come  from  same  county  or  parish  and  have  similar  mluno  cooe  4210-27-M 
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